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Receivers and Public Accountants * 


By WILcLarp P. Barrows 


As receivership is a legal proceeding, it is well to ascertain 
briefly something of its history and what is the settled law on the 
subject in this country. I shall quote principally from Alderson 
on The Law of Receivers. 


The remedy by the appointment of receivers originated exclusively in 
equity and is at this time, aside from statutory provisions, administered 
only by courts of equity, which were first established by Roman prztors. 
But the administration of justice through receivers has been known less 
than two centuries, and only for a century past has the remedy by appoint- 
ment of receivers been frequently invoked. 

The power to appoint receivers was exercised by the court of chancery 
of England, where the fundamental principles relative to such power were 
well established before the independence of the American colonies. In 
both England and America the administration of justice by the appoint- 
ment of receivers has been and is considered of as much importance and 
utility as any power inherent in courts of equity, 

The greater numbers of early English cases concerning receiverships 
relate to real estate litigation between mortgagors and mortgagees, and 
it may be said that the earliest appointments oi receivers were for the 
preservation and protection of lands, in which the duty of the receiver 
was chiefly, if not exclusively, to prevent trespass, to make necessary 
repairs and to collect and account for the rents and profits. But as to 
personal property, receivers were, as now, in many respects invested with 
the powers of a curator bonis of the civil law. They were empowered to 
take into their possession all things movable, being the subject of the 
litigation, and, if perishable, to sell them. They were directed to collect 
and sometimes to pay debts. The judicial authority to deal with property 
by means of a receiver is not unlimited or absolute, 

So useful and necessary has the remedy through receivers proved to 
be that resort to it is now of daily occurrence, and has become so frequent 
as to prompt the declaration: “This is the day of receivers, and their 
dominion seems to be rapidly extending all over the land.” 


*An address delivered before the Pennsylvania Institute of Certified Public 
Accountants, Philadelphia, November 18, 1915. 
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A receiver, generally speaking, is one to whom anything is delivered 
by another. But the use of the word in reference to the subject means a 
ministerial officer of a court of chancery, appointed as an impartial and 
indifferent person between the parties to a suit to take possession of and 
preserve, pendente lite, and for the benefit of the party ultimately entitled 
to it, the fund or property in litigation, when it does not seem equitable 
to the court that either party should have possession or control of it. 

The office of receiver is treated as one of confidence and trust, whose 
powers are conferred and defined by the order of the court. In the Penn- 
sylvania case of Schwartz vs. Keystone Oil Company, the court said: “A 
receiver is the officer, the executive end, of a court of equity. His duty 
is to protect and preserve, for the benefit of the persons ultimately entitled 
to it, the property over which the court has found it necessary to extend 
its care. He occupies a fiduciary relation to the owner of the property 
and all who may have claims to it. He is subject in all things to the 
direction and control of the court whose officer he is; and when in doubt 
about his duty in any particular, it is his privilege to apply to the court 
for specific instructions.”’ ““The office is in many respects analogous to that 
of sheriff. He is not a party nor litigant to any suit in which he is 
appointed, nor can he be made a party on motion, nor obtain a decree 
nor get a judgment for service or disbursements in such suit.” A court 
of equity takes possession of property through a receiver who is appointed 
by and subject to the control of the court. Where the appointment of one 
is as a receiver, the fact that he is termed a trustee is immaterial. The 
person appointed is a receiver, and will be subject to the laws covering 
receivers. 

A court, by appointing a receiver, takes the subject-matter of the liti- 
gation out of the control of the parties and into its own hands, and holds 
it pending the proceeding and the final disposal of all questions, legal or 
equitable, involved in the action. Since the receiver’s possession is that 
of the court appointing him, any attempt to disturb it without leave of the 
court is a contempt of court, and may be punished accordingly. The pur- 
pose of a receivership being to preserve the property contested for, pen- 
dente lite, it has no effect, of itself, upon the title to such property, either 
to change it or to create a lien upon it. 

The appointment of a receiver rests in the discretion of the court. One 
of the rules by which courts of equity are governed in the appointment 
of receivers in Maryland is: “That fraud or imminent danger, if the 
intermediate possession should not be taken by the court, must be clearly 
proved, and that, unless the necessity be of the most stringent character, 
the court will not appoint until the defendant is first heard in response to 
the application.” 

A receiver will not be appointed where there is no reason to believe 
that benefit will result from the appointment or that refusal will cause an 
injury, or if apparent that appointment will cause more confusion or diffi- 
culty in the management of the property than if its possession is not 
disturbed, or if from other consideration the appointment would seem to be 
inexpedient or harmful. The appointment will be refused if the applicant 
has a full and adequate remedy at law, although the pursuit of that remedy 
is difficult or the remedy may in effect be lost by the laches of the party 
entitled to it. . . . The applicant must come into court with clean 
hands. The purpose of the receivership being to preserve the property 
from danger of loss or injury until the rights of parties interested in it 
are determined, it must appear that such danger or injury is imminent 
and not remote or past, and that his own claim of right is reasonably free 
from doubt. 


Very frequently, the concern for which a receiver is appointed 
is not insolvent, but there may be dissension in the management, 
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or business conditions may be such that obligations cannot imme- 
diately be met, though assets are ample. If the partners or officers 
are wasting or misusing the assets, or if some creditors sue and 
get judgments, the business may become insolvent. In any such 
cases there may be good reason for the court to act. 


A receiver, being an officer of the court whose duty it is to receive and 
preserve the property in controversy, pendente lite, on behalf of the court 
and for the benefit of all parties in interest, and being so clearly a 
representative of the court as to have been frequently referred to as the 
“hand of the court,” it is of the first importance that the person appointed 
shall fully and faithfully represent the court, having no such personal 
interest in the controversy or in the property in his charge as would 
prevent the exercise of his duties and powers without favor to any of the 
parties. 

The selection of a particular person to act as receiver is, consequently, 
a matter peculiarly within the discretion of the court, having in view the 
special circumstances of each case, and the fitness of the candidate for the 
position by reason of his occupation, experience and character. 


In case the parties have formally agreed upon a person to 
manage the matters to be placed in charge of a receiver, 


such person will be favorably considered by the court for the 
appointment. 


In the recent Northern Pacific Railroad litigation Judge Jenkins said, 
concerning the appointment of receivers: “A receiver is the officer of the 
court, the right hand of the court—in the management of the trust. It 
has too often been considered that the receiver is a mere agent of the 
contesting parties to the suit. He should be in a large sense, if not 
wholly, indifferent and impartial as befween the conflicting interests in- 
volved. He should have no object to serve except to conserve the property 
in the interest of whosoever shall be adjudged to be entitled to it. He 
should not be concerned in any war of factions, nor interested in favor 
of or opposed to any scheme of reorganization. He should be strictly 
impartial and solely devoted to the preservation of the property. * * * 
The receivers to be appointed by this court must come within the definition 
of the law as I construe it, and within the principles stated. They must 
be men entirely indifferent between prt factions. They must be 
men that have had no connection with this conflict. They must be men 
who are strictly impartial and will perform their duty in single devotion 
to the trust and with no ulterior purpose to serve.” 

The receiver being an officer of the court is not to be regarded, in any 
sense, as the agent or representative of either party to the action. It is 
his duty to exercise his function in the interest of neither party, but for 
the common benefit of all the parties concerned. The fund or property 
is to be regarded as in custodia legis, and the receiver as the creature or 
officer of the court, having only such powers as are expressly conferred 
upon him by the order of appointment, or such as are conferred upon him 
by the established rules and usages of a court of chancery. 


High, in his work on Receivers, says: 


But it is improper to appoint as receiver over a particular kind of 
property a person who is entirely unfamiliar therewith, even though he 
gives an undertaking to attend to the directions of another person familiar 
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with the management of the property, since it is always preferable that 
the receiver —— should act upon his own responsibility. 

The principle underlying the question of the powers of a receiver is 
that he is an officer of the court, “its hand” as it is metaphorically put. 
The court is the principal and employer; the receiver is the agent and 
servant. His possession is the possession of the court. It follows logically 
that the powers of a receiver emanate from the court and are expressed 
in its orders, to which the receiver must look for guidance and render 
strict account and obedience. But the orders of the court do not contain 
every right and all authority of the receiver; there are implied and _inci- 
dental powers which he may exercise, and which often create a correlative 
duty—powers which, when exercised without express authority of the 
court, it will not deny, and the result of which it will accept and approve. 


The bankruptcy act of 1898 as amended in 1903 authorizes our 
courts to appoint receivers or marshals upon application of parties 
in interest, in case the courts shall find it absolutely necessary, for 
the preservation of estates, after the filing of the petition and until 
it is dismissed or the trustee is qualified. The courts may authorize 
the business of bankrupts to be conducted for limited periods by 
receivers, marshals or trustees, if necessary to the best interest of 
estates. 

This is the theory of receivership as we find it in law books. 
In actual practice, however, while the nature of the remedy, the 
circumstances in which the relief will be granted and the powers 
and responsibilities of receivers conform to what has just been 
quoted from text-books and decisions, the selection of the person 
to act as receiver is not always made in accordance with the ideal 
principles which are supposed to govern such an appointment. If 
the parties in the action are in agreement in nominating some one, 
the court is very likely to regard their wishes. Where there is 
disagreement, the court may name an entirely different person. I 
believe the parties in interest are likely to be at fault if a suitable 
person, meeting the ideal requirements, is not put in charge. 

It will probably be interesting to know what Alderson has to 
say about the “friendly receiver” 


For the first time in any book upon the subject of receivers we write 
the words “friendly receivers,” a term which has recently been employed 
by the profession to designate a class of receivers as to which there has 
been much controversy and well-founded objection. A recent article upon 
the Evils of Private Corporations contains a comment upon friendly re- 
ceivers which may be properly quoted: “These are some of the evils of 
private corporations, while living as actual, invisible, intangible and soul- 
less persons. * * * When the corporation has been mismanaged, when 
it has exhausted its capital stock in its greed to crush out individual 
enterprise and establish monopoly, it comes serpent-like into court and 
asks the aid of the court through the instrumentality of a friendly receiver 
to stay the hands of the creditor until it can work out successfully its 
fraud in defeating the just demands of its creditors. It is a shame and a 
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disgrace to our judicial system, which countenances the office of a friendly 
receiver, The rule in such cases is to take some one of the very men who 
have been instrumental in wrecking the corporation and install him in 
the office of receiver. * * * The courts too often allow, through this 
instrumentality, the officers of a corporation to wind up the affairs un- 
molested when insolvent, when they have shown their inability to manage 
successfully its affairs when living.” 

The term “friendly receiver” is most frequently used to designate a 
receiver of a corporation who was one of its officers; but the words 
include every receiver who, by reason of being an officer or stockholder of 
a corporation, or because of some connection with and interest in the 
property and affairs of the defendant, whether a corporation or an in- 
dividual, is to be presumed to be without that impartiality and indifference 
necessary to a strictly equitable and just administration of the powers and 
duties of the office, and subservient to the interests, wishes and direction 
of the defendant. And this though his integrity be perfect and conceded. 

Friendly receivers are not within the requirements thus declared by an 
eminent jurist in his opinion concerning the appointment of new receivers 
of the Northern Pacific Railway Company: “They must be men that 
have had no connection with this conflict. They must be men who are 
strictly impartial, and will perform their duty in single devotion to the 
trust, and with no ulterior purposes to serve.” 


As to the “friendly receiver,” one who is merely friendly to 
stockholders or partners is not so likely to regard properly the 
interests of creditors. From a most common-sense view the in- 
terests of all are identical if an honest administration is wanted. 
The broad-minded, honest man of affairs is neither friendly nor 
unfriendly. He simply administers his trust with absolute im- 
partiality and so as to realize the utmost from the assets, or if 
possible, restore the business to life and credit. 

One who undertakes to do many different kinds of things will 
probably do them all very poorly, unless he has unusual ability 
and experience. He may do a few things fairly well, but nowa- 
days he had better undertake only one thing and try to do it better 
than any one else if he wishes real success. 

I can remember when the carpenter would set a light of glass 
or fix the chimney or do a small job of plastering—when the 
doctor not only wrote prescriptions but filled them on the spot— 
when the lawyer was real estate and insurance agent, money 
lender, notary public, conveyancer and what not. In the smaller 
communities trades and professions are combined in the same 
person, but in the more important centers a higher and more 
specialized grade of work is demanded, and we have a different 
man for every kind of work. 

There is no doubt that the carpenter was a better all-around 
man and citizen for his versatility and knowledge of other trades, 
and perhaps the day of small shops was a day of higher average 
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intelligence among working and trades people. I often wish that 
more men were proprietors of shops, stores and factories, instead 
of being only parts of great machines where there is little call for 
thinking or acting outside of narrow grooves. However, there is 
probably more to be said in favor of the large business by which 
the development of the best things ever dreamed of by mankind 
has been made possible, as in our time. Progress is the result of 
concentration of effort by individuals and the combining of the 
efforts of many. Every old profession has been raised in im- 
portance and efficiency, and many new ones have been developed 
as the needs have grown, and it has been done by specialists. 
Business men nowadays are beginning to look outside their 
own narrow ruts for advice, and we occasionally find one who 
seems to think that the experiences of others would be valuable 
to him, and who has the wisdom and open-mindedness to enable 
him to study the experiences of others and make comparisons 
intelligently. In some lines of activity the modern ideas of 
scientific management and efficiency are being applied, and of 
course with good results. In many places it is now required that 
a man occupying a position of responsibility and receiving a sub- 
stantial compensation must earn his salary—i.e., work at his job— 
and do good work. This is a growing tendency in every well- 
conducted business, but there are places in which this is not 
expected. How many of the very large number of holders of 
public office, either appointive or elective, are chosen for their 
peculiar fitness for the office? How many of them take personal 
charge and direction of their responsibilities and “work at their 
jobs” as you and I are expected to do? We can probably call to 
mind cabinet officers, governors, senators, representatives, mayors, 
postmasters, special commissioners and numerous other office- 
holders who are notorious misfits as to competency, or who, if 
competent, give little attention to the real duties of their offices. 
Many of the appointments made by presidents, governors, mayors 
and the courts are made with reference to fitness for the position, 
and in some cases the public expects and demands that persons 
appointed shall be well qualified for their work. But how often 
the case is different and it is not even expected that appointments 
will be made for other reasons than to repay some political service 
or at the request of some influential politician, or to furnish a liv- 
ing to some friend. To the extent that the heads of bureaus and 
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offices in this and every other city and throughout the country are 
not selected for their special fitness and do not give their whole 
attention to the administration of their offices, they are not effi- 
cient, and the government of which they are a part is inefficient. 

Would it not be well for people to begin to expect and demand 
generally that whoever is selected for any position or office, private 
or public, should be fit for the proper administration of that office, 
just as you would require that your shoemaker or dentist under- 
stand his business, or that the man in charge of building the 
Panama canal be an engineer and the best administrator to be 
found? And furthermore, and quite as important, it should be 
required that the man work at his job. 

If it be proper and reasonable that especially qualified persons 
be selected for responsibilities in going business concerns, should 
not greater care be exercised in selecting men to take charge of 
those which are in trouble? My feeling is that every reasonable 
chance should be given a weak concern to get on its feet, if it is 
legitimate, honorable and deserving. The community suffers 
every time a business goes to the wall, and it is benefited when- 
ever a tottering business is saved, if it is a worthy one. 

A business in difficulty is like a person who is ill. Each needs 
a physician—a real one, who can diagnose and treat the case. 
There was a time when little was known of germs and microbes, 
and there was no such thing as vaccination or inoculation, or 
even an approach to intelligent understanding and treatment of 
human ailments. Even now, with all our experience, the real 
reasons for failures in business are so little known and acknow- 
ledged as to astonish one familiar with such matters. I have no 
hesitation in saying that many more concerns in trouble would 
be restored to good credit and prosperity if experienced, capable, 
courageous, sympathetic, honest, industrious persons, working at 
their jobs, were in charge of their affairs as trustees or receivers. 
However, it is vastly more important to prevent the collapse of 
a business and I am equally confident that few concerns would 
ever come to grief if the proprietors and creditors would take the 
trouble either to act on the knowledge they have or to secure 
competent advice and help when the first symptoms appear. 
Here is a large and inviting field for preventive work, but it 
requires experienced, wise, sympathetic practitioners. 

Next to his own life and that of his family, is the life of a 
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man’s business. But usually, when things do not go right, he acts 
as his own business doctor and legal advisor. He figures out in 
his own way, as he has always done, his inventory valuations and 
his depreciations, without the advice of an expert accountant. 
He bridges over difficulties as best he can, rarely seeking the 
best obtainable advice when it will do him the most good. In- 
stead of having a skilful diagnosis and a course of treatment 
prescribed, he uses home remedies. Then, when he has ex- 
hausted all his honest business ingenuity, he perhaps begins a 
course of slight deception of himself and his creditors, justifying 
each successive step by the necessity, until he has become an 
adept in manipulating figures to maintain his credit. By this 
time he knows, and has practised, all the deceitful and questionable 
schemes for pulling through, from simply drawing cheques when 
there were no funds, to selling stock to his employees, kiting 
cheques, pledging alleged accounts receivable for loans, and the 
numerous other devices which his necessity may invent. Finally, 
when he can no longer hold his head above water, he is forced 
into bankruptcy or receivership. Perhaps some one is put in 
authority who has no idea how or where to begin or what to 
do, so he tells everybody to go on and do just as before. He 
declares it a hopeless case and that the only thing to be done is 
to have the business “waked and buried decently” as was done 
with the fine old Irish gentleman who died. 

The guilty parties to this probably unnecessary bad ending 
are the debtor himself, his creditors and the appointing power 
responsible for placing in charge of the remains any but the most 
capable man to be found who will take the job. 

I think I would indict the creditors first for not exercising 
greater care in extending credit and not keeping in closer touch 
with a business where they have so much at stake. Their greatest 
mistake is in not giving heed to the many warnings which always 
precede the collapse—for a business does not fail suddenly. In 
the competition and struggle for business, people take chances 
which are unjustified. They do not go deeply enough into the 
affairs of those seeking credit, either because they believe it is 
unnecessary or because they are bluffed out of it. 

Too often you and I do not have a chance to do our best and 
most useful work. Instead of being called upon to make a 
diagnosis and prescribe a course of treatment, we get a hurry 
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call to the autopsy. Of course we can cut up the corpse and 
find out just what it died of, and reflect on what might have 
been done to prevent the untimely demise. But it does not seem 
to make much difference, for after the obsequies are past, debtor 
and creditors go on doing business in about the same old way. 

The debtor rarely profits by the lessons learned through his 
misfortune. He always thinks he could have pulled through if 
left alone. In many cases he feels or expresses no gratitude for 
the leniency extended to him by creditors. I know of more than 
one case where a business has been put on its feet when com- 
pletely down and out, and where the owners still think it was a 
great injustice to have been put into bankruptcy or receivership, 
and where they have never expressed any appreciation to those 
who worked day and night faithfully to save the old hulk and 
finally restored their business to them, well organized and 
prosperous. 

We shall get down to the brass tacks of the work of the 
receiver more understandingly by noting the gradual downfall of 
an imaginary business. 

Let us take a composite case in which I shall try to crowd 
several real cases and bring out as much as possible of the various 
conditions and problems confronting the receiver. 

Historically, this imaginary business was founded years ago 
by an industrious artisan with old school ideas of honesty and 
business practice. He bought for cash, sold for cash, and cau- 
tiously and slowly built up a large and profitable establishment 
which he left to his sons, whom he had tried with only moderate 
success to train up in his ideas and methods. 

The boys liked to spend money and make a show. They fol- 
lowed the business methods of their father so far as they had 
method, and were not particularly wise in noting changing con- 
ditions and improvements. Their father had never been willing 
to give his bank a detailed statement of his affairs, and as the 
giving of such statements by borrowers had become more general, 
and banks were insisting upon them, the boys were likely to be 
denied continued accommodation unless such statements were 
furnished. They had not managed so well as their father and the 
business was not in so prosperous a condition as in his time. In 
order to make a good showing they advanced the valuations of 
many of the assets. Their real estate, although in a waning 
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section, was placed above fair market price. Instead of depre- 
ciating their buildings, machinery and equipment, they had main- 
tained original cost, and had even added repairs and replacements 
to inventories, instead of charging to expense. Instead of charg- 
ing off promptly all doubtful accounts or bills receivable, they 
had carried all such as collectible. They needed all the assets 
possible to make a good showing. 

The statement was finally made up, signed and delivered to 
the bank with a pride and assurance which carried conviction 
to the mind of the president and effectually squelched any but 
the most superficial reference to the figures. Instead of sitting 
down and talking over each item and following this up with a 
visit by some competent person and an extensive inquiry in the 
trade, and the use of special agencies for investigation, besides 
making a particular inquiry into the habits and business methods 
of the boys, the bank continued the account and the line of credit 
without further question. It is only fair to say that another bank 
where they deposited was more cautious and gradually withdrew 
credit until the account was closed. It would not be an unusual 
case to suppose that none of the two or several banks where ac- 
counts were carried was willing to lose a good balance, and, while 
some doubts existed all around as to the true conditions, no one 
would press inquiry for fear of offending, and all went along in the 
same boat, not even exchanging information or opinions among 
themselves. 

The real facts were that the accounting was done by an old 
and trusted bookkeeper who learned to keep books in the father’s 
employ. He had had no opportunity, nor did he nor anybody 
else see the necessity of going outside for accounting advice or 
help. Did they not know their business better than anybody 
else? I knew a concern having $400,000.00 annual sales, where 
a single entry system of books was kept, and very lax at that, by 
a girl with no training. The cash had not been proved for a 
year, and a trial balance was impossible. Worse than that, the 
proprietors knew no more than the girl about accounting, and 
they had no conception of the necessity of it. 

We will suppose that our imaginary business is a corporation, 
though most of what we say will apply as well to a partnership. 
The legal requirements of a corporation as to annual meetings, 
state reports, etc., and the proper authorization of salaries, con- 
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tracts, etc., were loosely complied with. The several brothers or 
partners had vaguely defined duties, but there was no real co- 
operation in the general administration. In fact, a bitter jealousy 
had gradually grown up among them and they were hardly on 
speaking terms. This feeling permeated the entire establishment, 
each one in the management having favorites among the em- 
ployees and customers. There was no intelligent consideration 
and decision in regard to what kinds of goods to manu- 
facture, or what departments to establish or maintain, or in other 
important matters. The result was too many employees, some of 
whom had outlived their usefulness, too large a stock and much of 
it stale, and too many different things manufactured. There was 
no cost system or other new-fangled notion—far from it. 

Outside appearances were kept up, but inside there was decay, 
dissension, distrust and growing deceit and dishonesty. The 
brothers or partners kept up their expensive manner of life, and 
this drain on the business began to show in many ways. Pro- 
prietors’ accounts were overdrawn and these accounts were in- 
cluded in assets as good. Old relatives and friends were induced 
to make advances, and these were not entered as liabilities. It is 
very probable that some of the proprietors had made outside 
investments and drawn the funds from the business. How fre- 
quently such ventures are total failures. Perhaps the various 
relatives, heirs to the father’s business, had been paid regular 
dividends in blissful ignorance of the insolvency of the business 
and that no dividends were earned. Undoubtedly the scheme of 
selling stock to employees had been worked to the utmost. Then 
there came times when funds were short on pay days and the 
higher salaried employees were asked to wait for part of their 
pay. These enforced loans mounted up gradually to a great sum. 
There had long been.a practice of issuing cheques and then 
making the bank account good before they came in. This of 
course led to issuing cheques when there was no assurance that 
there would be funds to cover, and finally most of the cheques 
came back “no funds.” 

When the bank or banks called in loans and restricted the 
lines, some sort of collateral was scraped up. It may have in- 
cluded some good stuff, but probably by this time there was not 
much of value to be pledged. The accounts receivable were 
offered and that worked along very well until it was discovered 
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that paid accounts or those which were disputed or absolutely 
worthless were being included—such as accounts for advances to 
the proprietors who were personally insolvent. 

The first statement, though perhaps not false, strictly speak- 
ing, and perhaps made in good faith, but in ignorance and un- 
warranted optimism, was followed by others which were abso- 
lutely false, and they were made so from dire necessity. 

When the first real, hard jolts came, because the facts could 
no longer be concealed, the creditors (banks usually taking the 
lead) began to learn the real conditions, but they were persuaded 
to let the bad things work themselves out—of course through the 
same management by which they worked themselves in. 

There was a timc when the principal creditor or creditors 
might have discovered the germs of disease and brought about 
a course of treatment which would have saved the business, 
though such a patient is extremely hard to handle. You cannot 
make him believe, or at least admit, that he is sick. 

Thus comes about the financial and frequently the moral down- 
fall of many a man who should have kept and been kept honest. 

Bankruptcy or receivership is inevitable in our composite case. 
The final action is generally preceded by conferences of creditors 
with the debtor, when a definite course is decided upon. The 
court will usually ask if there is any person in view for receiver, 
and appoint the one who may be agreed to by all. 

In bankruptcy a receiver is appointed only in certain circum- 
stances already explained, and the act provides for the election 
of a trustee by the creditors. The decree appointing the receiver 
fixes the amount of his bond and limits his authority and the 
extent of his power except as to such duties as are incidental. 
The receiver files his bond, and when it is approved he is pre- 
sumed to be in possession of the assets in the name of the court 
whose officer he is. If it is a going business the decree usually 
provides for its temporary continuance, until the receiver can 
ascertain what is best to do, and receive further instructions. As 
a rule the wishes of creditors have great weight in determining 
the course. Where there is probability of reorganization or sale 
as a going concern, or that by continuing operation a larger 
dividend can be paid, the court may authorize the receiver to 
continue the business for a limited period, or until further orders, 
as is frequently done in the case of railroad receiverships. 
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The receiver goes into possession of the assets and becomes 
the sole authority within the order of the court. If he is receiver 
only in name, he may take very little personal part, but delegate 
everything to others. Perhaps he retains the entire organization 
and methods without change, and seldom goes to the concern for 
the management of which he is under bond and may be awarded 
fees out of the assets. 

If he is an active receiver, he at once takes personal possession 
of assets and assumes direction of affairs as rapidly as he can 
become sufficiently familiar with them. If not familiar with that 
particular subject, he probably makes such study of it as the 
circumstances seem to justify, so as to have first-hand knowledge. 

Before making any distribution, all claims must be proved, 
and this involves correspondence and care in examination of 
accounts. There will be differences to adjust, and in some cases 
claims must be determined before a referee or auditor. Then 
come preparing and filing receiver’s accounts and the audit, 
either before referee- or special auditor, and the payment of 
dividends. 

I have now to speak of the relation which the accountant 
bears to all I have described. I need not remind you how badly 
you are needed before you are sent for, as a rule, and that conse- 
quently your task is much more difficult than if you were a regular 
visitor. I am safe in saying that where there is a proper, up-to- 
date accounting system, all the other business methods are likely 
to be equally up-to-date. It is almost a matter of course that 
nearly all the bad practices I have spoken of would come to light 
or never exist where there was good accounting. 

Some of you have done professional work in cases with which 
I am familiar, and it must be very apparent to you that if good 
accounting systems had been in use in those places, and the 
results had been known to proprietors and creditors, the condi- 
tions could never have become so bad and the consequent losses 
so great. Good accounting would have given complete and 
regular information and timely warnings. 

When the evil day cannot be put off any longer, a few 
creditors have a meeting with the debtor. An emergency call 
is sent out for the accountant. He is asked to dig into the mess 
and’ submit a statement the next day or sooner. He promptly 
says it is impossible and finally agrees to submit an approximate 
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statement. With this before them, the creditors finally decide on 
a course of action. 

The best friend to the receiver is the public accountant. He 
knows he will get from him the real facts, if they are obtainable. 
If the accountant has not already been there and finished his 
work, he is the first man the receiver wants, for not much plan- 
ning can be done until the facts are known. 

Both accountant and receiver have distinctive services to per- 
form. Aside from the preparation of a balance sheet and profit 
and loss account and verifying cash account, the accountant finds 
clues which lead to very interesting discoveries. Only the trained 
man can do such work. A receiver may know and do nothing 
about his business and still draw his fees (though such a one is 
always overpaid, no matter what he gets), but the accountant 
must be fitted for his work and work at his job. 

Here are some of the specific things done by accountants in 
receiverships within my knowledge: Unearth and completely 
prove misappropriation of $200,000.00 which would have other- 
wise remained undiscovered. Demonstrate the falsity of a series 
of statements issued for years, in which liabilities of several 
hundred thousands did not appear. Write up a business prac- 
tically devoid of accounting and put into operation a complete 
system. Trace out an investment of $30,000.00 which did not 
appear on the books, and which the proprietors were trying to 
hide, and which they were trying to sell for $5,000.00 as their 
personal property. I sold this asset for $25,000.00 cash for the 
benefit of the creditors. 

I do not need to emphasize the necessity of the accountant’s 
work being accurate. I am reminded, however, of the utter 
uselessness of a certain piece of work performed by an accountant 
who also essayed to be appraiser and business liquidator. This 
was in reality a collecting agency under the guise of a public 
accountant, The main drive was to secure control of the whole 
situation, acting for both debtor and creditors. The accounting 
job was completed in short order and a very full report with 
definite conclusions and recommendations was submitted. But it 
was raw and green, and did not go down. No concern with such 
conflicting interest in the client could be expected to do impartial, 
high grade dependable work. 

It must be assumed that you and I, while following what 
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with you is an established profession, and with me a work which 
should be made a profession, are interested in seeing better 
business methods. We don’t want to see failure, and would much 
prefer to do preventive work and to be called in to help preserve 
instead of wind up a business. 

I have never failed to advise men not only to keep accurate 
records and accounts, but to call in the expert periodically to tell 
them their condition and advise regarding their methods. Each 
partner, every director and stockholder has the right, and it is 
his duty to know at stated, or perhaps irregular, periods just how 
his business stands—the conservative inventories, the fair depre- 
ciations, the fair value of accounts receivable and bills receivable 
and other assets, the full liabilities direct and contingent, and the 
real profits or losses. This information should be furnished, or 
at least verified, by an outside public accountant, and further- 
more it should be cheerfully given to banks and other creditors. 

If you can get the business men of your community to endorse 
this idea and put it into practice, there will be fewer receiver- 
ships, in which case the erstwhile receiver will no more be under- 
taker, but professional business diagnostician and physician. 
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Recent Changes in the “Net Balance” in the 
United States Treasury 


By Harvey S. Cuase, C. P. A. 


On September 30, 1915, the Daily Statement of the United 
States Treasury, which is published by the treasury department 
every day, exhibited a “net balance in the general fund” of 
$40,898,894.97. On October 1, 1915, the next day, the Daily 
Statement exhibited a net balance in the general fund of 
$128,063,545.23, an increase over the day before of $87,164,650.26. 

The writer has recently examined these Daily Statements and 
also other similar statements running over a series of years for 
the purpose of explaining and justifying this extraordinary in- 
crease in the balance from September 30 to October 1, 1915, or 
of pointing out the errors in the statement of this increase, if 
there are such errors. 

The writer is familiar with the preparation of the Daily State- 
ments of the treasury inasmuch as he was engaged in the treasury 
for various portions of the years 1911, 1912 and 1913, and during 
the spring and summer of 1913 he investigated the methods and 
the matter from which the Statements were built up daily. Under 
the instructions of the secretary and the assistant secretary he 
remodeled the form of the Statement during June, 1913, and 
supervised its publication on July 1, 1913, and for some weeks 
after that date. He also supervised the publication of the State- 
ment of the Public Debt which is issued once a month by the 
treasury. These monthly statements are published over the sig- 
nature of the secretary of the treasury. 

On the Statement of July 1, 1913, the secretary certified as 
follows : 

Treasury Department, July 1, 1913. 

The foregoing is a correct statement of the public debt and of the cash 
in the treasury at the close of business June 30, 1913. 

W. G. McAnoo, secretary of the treasury. 
This exhibits the “free and available” balance in the treasury and 
banks as $116,953,837.53. This balance is obtained by subtracting 
the “current liabilities,” $162,145,156.87, from the “available 
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cash,” $279,098,994.40. Among the “current liabilities” exhibited 
on this statement are “balances to the credit of disbursing offi- 
cers,” $77,053,640.15, and also “national bank notes: redemption 
fund,” $22,092,806.00. 

In the statement of October 1, 1915, these two classes of lia- 
bilities have been struck out, with the result that the so-called 
“net balance” has been inflated by the sum of these liabilities, as 
they should have been shown on October 1, 1915. 

There is also a third dubious matter in the Daily State- 
ment of October Ist, namely, that in that statement are included 
certain assets always considered by the treasury as “limited tender 
or unavailable” prior to September 2, 1913. There are, therefore, 
three serious errors in the figures of the Statement of October 
lst and there are also other equally serious errors in the explana- 
tion, or “announcement,” by the treasury which accompanied the 
Statement of October Ist. 

The first of these errors relates to “balances to the credit of 
disbursing officers” which on October 1, 1915, amounted to 
$61,089,225.97. These credits to disbursing officers, which have 
been considered liabilities against the cash assets in the general 
fund in every statement of the United States treasury since the 
beginning of such statements up to and including September 30, 
1915, were omitted from the statement of October Ist, and thereby 
the alleged “net balance in the general fund” was inflated by this 
amount. 

The reason why these disbursing officers’ balances have always 
heretofore been considered liabilities is this: these funds are 
credited to disbursing officers for the purpose of providing the 
latter with the means of promptly meeting outstanding claims 
against the government. These claims for salaries, supplies, con- 
tracts, etc., approximate in amount the moneys advanced to the 
disbursing officers for the purpose of paying them. These total 
claims are larger, if anything, than the amounts advanced to 
meet them and therefore they can never be wiped out by a stroke 
of the blue pencil. These claims are actual liabilities. They are 
represented, approximately, by the “disbursing officers’ balances.” 
These liabilities must be provided for before there can be any 
free or net balance in the treasury. This fact is incontrovertible. 
There has been no question about it since the beginning of the 
government down to October 1, 1915, and there is really no 


17 








The Journal of Accountancy 


question now. The secretary has allowed a serious mistake to 
be incorporated in the Daily Statement since September 30th. 
This mistake should be promptly rectified and the so-called “net 
balance” should be reduced by the amount of outstanding dis- 
bursing officers’ balances ($61,089,225.97 on October Ist). 

An attempted explanation of this extraordinary inflation of 
the balance was set forth in an “announcement” printed in the 
Daily Statement of October 1, 1915. On examination I have 
found that this announcement has within it a number of erroneous 
statements, of which two are strikingly illustrative of what appear 
to be grave misunderstandings of United States treasury accounts 
in the minds of those responsible for the “announcement.” 

The first of these erroneous statements is at the end of the 
fourth paragraph, which reads: 

“As the net balance should represent the funds in th s treasury 
available for paying the current obligations of the government, 
the amount placed on the books to the credit of disbursing 
officers should be included therein.” 

There could scarcely be a more inaccurate accounting state- 
ment than this. The writer of the announcement or his sponsors 
appear to have been either ignorant of accounting requirements 
or intentionally misleading in their explanation. A “net balance” 
necessarily means a free balance after all obligations have been 
provided for. A “net balance” cannot contain “funds available 
for paying current obligations” as stated in the “announcement.” 
A net balance can contain only funds free and on top of all current 
obligations. The problem is simple. The elements which should 
be considered are three: 

First, the actual cash and assets ; second, the liabilities against 
the cash and assets; third, the balance of free cash and assets 
remaining, the “net balance.” 

It is evident, upon careful examination, that the alleged ex- 
planation of this “announcement” instead of justifying the in- 
flation of the net balance should be considered, on the contrary, 
one of the strongest arguments for not doing the very thing that 
was done when sixty-one millions of disbursing officers’ balances 
($61,089,225.97) were eliminated by the sponsor for this change 
in form from the liabilities against the cash assets on October 
1, 1915. 

There is also another item, amounting to $23,096,069.50, 
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which was struck out of the liabilities on the October Ist Daily 
Statement, namely “national bank notes: redemption fund.” In 
the treasury’s explanation of this action it is said that the law 
requires the amount of this fund to be set forth as a part of the 
“public debt bearing no interest.” This fact was known and was 
fully discussed in June, 1913, when the Daily Statement was in 
process of improvement and at that time it was decided by the 
treasury officials that this amount should be included as one of 
the liabilities against the general cash. The law says not only 
what has been quoted above, but also says that the money re- 
ceived from the banks for redemption of notes “shall be included 
as a part of the miscellaneous treasury receipts” and “shall be 
redeemed out of the general cash.” If this redemption out of the 
general cash does not imply that the full amount of the obliga- 
tion is a liability against the general cash, then words have lost 
their meaning. This interpretation was accepted by the treasury 
officials on July 1, 1913, and used by them without question until 
September 30, 1915. Now, suddenly, it is repudiated and the 
net balance is inflated by $23,000,000.00 in addition to the 
$61,000,000.00 described above. If it be asked: “What reason 
can there be for such changes which so enormously inflate the 
balance ?”—it would be difficult to answer otherwise than to 
acknowledge that we are unable to discover any reason except 
that the changes make the balance to appear bigger and thereby 
make the condition of the treasury to appear better than it actually 
is when compared with the previous statements of its condition. 

The third erroneous statement in the “announcement” of 
October Ist is this: in the eighth paragraph it is stated by the 
treasury : 

“The new Daily Statement is on a cash basis. Receipts have 
(heretofore) been reported on a cash basis, while disbursements 
have been on a mixed basis. This has proved confusing. Under 
the new form disbursements, like receipts, represent cash transac- 
tions.” 

This statement is in error. It should be reversed in order to 
be true. The old form of the Daily Statement, up to September 
30, 1915, was on an actual cash basis, while the new form is not. 
The proof of this is simple and conclusive. What is a “cash 
basis”? For example, if you have fifty dollars in your pocket 
in the morning and you take in forty dollars during the day and 


19 








The Journal of Accountancy 


pay out sixty dollars during that time, you will have fifty plus 
forty less sixty, that is to say, thirty dollars in your pocket at 
end of day. 

Apply this to the Daily Statements of October 1 and 2, 1915. 
On the morning of October 2 (close of October 1) Uncle Sam 
had $232,749,227.62 in his pocket—the general fund. During 
October 2nd he received ordinary receipts of $2,545,763.09 accord- 
ing to the Daily Statement of that date, and “disbursed” 
$2,212,409.32 in the same time, viz. : 











ES EE ee ee ee $232,749,227.62 
Add receipts October 2nd............ 2,545,763.09 
$235,294,990.71 
Deduct disbursements October 2nd... . 2,212,409.32 
Evidently the balance at the end of day 
ee Ld ondecesbiecee se% $233,082,581.39 
But, according to the Daily Statement 
of October 2nd, it is said to be...... 233,143,194.33 
Which is a difference of........ $60,612.94 


How can such a discrepancy appear if this is a cash statement? 
Evidently there is a mistake somewhere in the figures or in the 
explanation—possibly a series of mistakes. 

Now look at the liabilities. 


On October Ist, these are given as.... $104,685,682.39 
On October 2nd, these are given as.... 104,746,295.33 





The difference is.............. $60,612.94 


which is exactly the discrepancy exhibited in the alleged cash 
statement above. The answer, then, is clear. The statement in- 
cludes the transactions in and out of the liabilities which are 
not cash items. Cash items are receipts and payments only. 
Cash items do not include increases and decreases of liabilities. 
The real cash balance is independent of such increases and 
decreases. 

It is plain, then, that the “announcement” is incorrect when 
it says “the Statement is on a cash basis” and when it says that 
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heretofore “the disbursements were on a mixed basis” but now 
“represent cash transactions.” 

It must be evident that the sponsor for the “announcement” 
of October 1st was not fully informed concerning the terms which 
he was attempting to explain, or, if he was informed, he must 
have been intentionally misleading in his statements. 

From July 1, 1913, to September 30, 1915, the Daily State- 
ment of the treasury exhibited actual cash transactions and set 
forth daily a reconciliation with the cash assets on hand. This 
exhibit then was actual and correct, whereas now the Statement 
is neither actual nor correct. 

Now, returning to June 30, 1913, when the “free and avail- 
able balance” was stated over the secretary’s signature to be 
$116,953,837.53. On September 2, 1913, in opposition to the 
views of the writer, the Statement was changed by including 
“unavailable” assets as available. If the Statement of June 30, 
1914, had been computed on the same basis as that of June 30, 
1913, the available balance (1914) would have appeared as 
$118,940,979.27. On June 30, 1915, it would have appeared as 
$45,650,130.66; on July 31, 1915, as $33,690,170.86 ; on November 
1, 1915, $4,746,204.70 ; and on November 26, 1915, it would have 
been reduced to $234,114.64. 

On November 26, 1915, the newspapers throughout the 
country published a statement from the secretary of the treasury 
which said, among other matters: “We began the fiscal year of 
1916 (July 1, 1915) with a general fund balance, not including 
amounts to the credit of disbursing officers, of $104,170,105.78.” 
The Daily Statement of the Treasury of June 30, 1915, exhibits 
a “net balance” of $82,025,716.03, of which “limited tender or 
unavailable” assets amounted to $33,503,693.04, and “balance in 
Philippine treasury”—also considered heretofore as unavailable 
for general treasury purposes—amounted to $2,871,892.33. The 
“free and available” balance, therefore, on June 30, 1915, was 
$45,650,130.66, whereas in the secretary’s statement of November 
26th the “net balance” is said to have been $104,170,105.78. 

If the secretary considered his reasoning in the “announce- 
ment” of October 1, 1915, to be correct, why was it not applied 
to the statement of November 26th? On October Ist it was 
stated that the disbursing officers’ balances should be regarded 
as a part of the “net balance” in the treasury (not as liabilities) 
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thus inflating the ‘‘net balance” by $61,089,225.97. On November 
26th, however, the disbursing officers’ balances were included as 
liabilities in the statement referring back to June 30, 1915, which 
was used as a basis for calculations concerning the fiscal years 
1916 and 1917. There was evidently a shifting of position be- 
tween July 1 and October 1, 1915, and another shift between 
October 1 and November 26, 1915. One or the other of these 
shifts is wrong. 

Either these disbursing officers’ balances are liabilities or they 
are not. It requires an extraordinary effort of the imagination 
to consider them as liabilities on June 30, 1915, but no longer 
to consider them as liabilities on October 1, 1915; to consider 
that the “net balance” should be inflated by these credits on 
October 1st, while on November 26th to decide that the “net 
balance” of June 30th should not be inflated by them. 

The conclusion of the whole matter is this. It is evident that 
an attempt has been made to give a new and most unhappy 
interpretation to the term “net balance.” Heretofore a net bal- 
ance was in reality a balance of cash assets above and beyond 
current liabilities. Now it is stated by the treasury (on October 
Ist) to be “a balance available to pay treasury warrants, dis- 
bursing officers’ cheques and matured public debt obligations.” 

What is the use of a “net balance” with such obligations 
against it, particularly when the total of these obligations is not 
stated? What can such an inflated balance be but misleading 
when any other period of financial history is compared with it? 
What advantage can there be in a so-called “net balance” which 
would really be reduced to nothing, or next to nothing, if the 
actual obligations against it were stated, as they should be stated 
and as they have been stated heretofore? 

It must be concluded, therefore, that these changes recently 
made in the Daily Statement are seriously misleading and very 
dangerous as precedents. If certain liabilities can be dropped 
out of sight and the net balance thereby inflated because there 
has been an excess of disbursements over revenue, what are we 
to expect? The same reasoning would permit other liabilities 
to be dropped out of sight at any time later and thus the alleged 
“net balance” would be inflated again. 

This is illustrated very clearly by the Daily Statement of 
November 26, 1915 (the latest I have at hand at writing). In 
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that statement the “net balance” is given as $113,536,682.64. In 
reality, if set forth as heretofore it would be $234,114.64. And 
if the liability for outstanding treasury warrants had been set 
up, as should be done, this small surplus would actually be 
changed to a deficiency. 

The proof of this statement is plain. 


“Net balance” as stated November 26, 1915. . $113,536,682.64 
Deduct : 
Disbursing officers’ balances (rep- 
resenting outstanding valid 
claims against the government) $59,690,628.48 
National bank notes: redemption 
fund (“payable from the gen- 
Lag Sr eee Rye 26,564,840.50 
“Limited tender or unavailable” 
assets (silver bullion, subsidiary 


OUR: WB sic oh dd nbscaceees is 27 ,047,099.02 





Total Geerenee. oo. ccc ks cccecios $113,302,568.00 





“Available balance” November 26, 1915...... $234,114.64 


Deducting “treasury warrants outstanding,” which are in 
excess of three millions, and also deducting the balances in 
treasury Philippines, in excess of a similar amount—neither of 
which has heretofore been included in true “available balance”— 
would leave the general fund assets in deficiency by, apparently, 
six millions of dollars on November 26, 1915. 








Depreciation and Valuation 


By Joun J. THomas 


It is necessary to know the fundamental principles underlying 
valuation in order to digest and understand the large amount of 
available depreciation data. In fact there is, and always has been, 
a tendency on the part of those only partly acquainted with these 
principles to confuse the evidence and consequently to reach 
incomplete and unsound conclusions. 

One should remember that original cost is seldom the same 
thing as real value; that property value is rarely the same thing 
as the amount of the investment; that investment or original cost 
is seldom the same thing as to-day’s reproduction cost new less 
depreciation. 

Books of account, if properly kept, show investment or 
original cost. An appraisal, if properly made, shows the present 
cost to reproduce, less depreciation. 

Now reproduction value less depreciation and the past cost of 
a plant can be only approximately identical in the following 
circumstances : 

(1) When the property has been recently constructed and 
equipped under conditions of market stability and permanency. 

(2) When the appreciations and depreciations on past in- 
vestment together with the original investment happen, by chance, 
to produce a sum approximately equal to the cost of reproduction 
less depreciation. 

The “reproduction cost less depreciation” method furnishes 
a basis for any additional calculation that is concrete and reliable. 
It measures with an accurate and necessary standard a given 
property upon a provable basis, namely present cost to put it back 
in like condition. There are under this method no marked irregu- 
larities of market costs, as there probably have been in the 
property’s actual accumulation over a series of years; and the 
difference of individual purchasing ability does not enter to upset 
the calculation. 

It should be kept in mind that past cost or investment is en- 
tirely different from present values. The reproductive method 
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should have nothing whatever to do with past costs. Because of 
this fact, the accountant who analyzes will find many valuable 
things disclosed by a comparison of the present value and past 
cost. 

They are in part as follows: 


1. Investments and expenditures which perhaps seemed wise 
at the time they were made; but which have since 
proved to have been unwise. 

2. Higher or lower prices for labor, also for materials and 
equipment which prevailed at the time of investment. 

3. Investment in expensive apparatus rendered comparatively 

valueless by reason of subsequent invention. 

The wear and tear of the plant. 

Comparative inadequacy of plant units. 

Obsolete structures which are now practically useless. 

All other depreciations arising from any source. 


Sa Lm 


Value does not mean cost either as purchase or selling price. 
It means: “The desirability or worth of one thing as compared 
with another, with reference to its usefulness or utility. Value 
as defined by law is measured in terms of money.” 

It would therefore seem necessary that there be some fixed 
standard of replacement valuation which could be used as the 
basis for ascertaining many kinds of net values, depending upon 
what one wished to know. 

In times past there has been much confusion and a wide differ- 
ence of opinion as to what basis of valuation should be the 
standard. It seems palpable that cost to replace is the only sound 
standard. 

Without attempting to discuss many of the varying views the 
matter settles down to this question: Is it a better standard of 
valuation to retrace the actual cash expenditure that has gone 
into a property, or should the plant be valued as a “property of 
to-day”? This is not an accounting, appraisal or engineering 
question. The courts and the law should guide us on this 
important point. 

As we read the law from a review of court decisions and 
opinions, the courts are generally holding firmly to the view that 
the past investment theory is not the correct standard. While the 
supreme court of the United States has not explicitly fixed upon 
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“cost of reproduction” as a standard of present value, it is to be 
noted that in all rate case decisions since 1898 it invariably has 
used some expression equivalent to “present value.” Every de- 
cision makes it clear that “present value” is not the original cost 
or actual investment in the property. 

In the Minnesota rate cases decided in 1913 (230 U. S. 352) 
is found a complete affirmation of the principle that present value 
including all the increments in value that have occurred since con- 
struction of plant, should be taken as a basis for rate-making. 
Justice Hughes said: 

“Tt is clear in ascertaining the present value we are not limited 
to the consideration of the amount of the actual investment. If 
that has been reckless or improvident, losses may be sustained 
which the community does not underwrite. As the company may 
not be protected in the actual investment, if the value of property 
be plainly less, so the making of a just return for the use of the 
property involves the recognition of its fair value if it be more 
than its cost. The property is held in private ownership and it 
is that property, and not the original cost of it, of which the 
owner may not be deprived without due process of law.” 

The United States supreme court has repeatedly held that ac- 
crued depreciation must be deducted from the “new value” of 
property in arriving at an appraisal either for rate-making or 
condemnation. 

In the Knoxville Water case (City of Knoxville vs. Water 
Company, 212 U. S. 1) occurs the following opinion: 

“The cost of reproduction is one way of ascertaining the 
present value of a plant like that of a water company, but that 
test would lead to obviously incorrect results if the cost of repro- 
duction is not diminished by the depreciation which has come from 
age and use.” 

While there should be but one universal standard of basic 
value there are several kinds of ultimate depreciated values. All 
of these should represent a percentage amount of the value to 
replace new. 

Fair cash value is defined as being the price a willing seller 
would accept from a willing purchaser, without any undue advan- 
tage to either party. This would be represented by a certain 
departure from new value. 

Commercial value is the estimated worth of property placed 
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upon it as a business proposition, the chief consideration being 
the earning capacity of the plant, and the amount of profit to be 
derived from it, both present and prospective. This would call 
for still different depreciation. 

Tax value is defined by the courts of several states to be the 
true or fair cash value of the property at the time of assessment 
—what it would sell for. The depreciation would be in part 
governed by the tax laws. 

Insurance value is defined by the fire insurance policy as the 
amount to replace the property new less actual depreciation. It 
is upon the method of making this insurance value that there are to 
be found a great many court decisions which uphold the “repro- 
duction value less depreciation” method as the proper one. It 
would seem, in view of the fact that the courts have not upheld 
any other method as a standard one, that by inference it points 
to the reproduction value as the standard. Undoubtedly the courts 
will in time construe the law on this point for us in a manner so 
clear and decisive that further discussion or dispute about it will 
be needless. 

In the preface of his book Principles of Depreciation Earle A. 
Saliers, of Yale university, says: 

“The depreciation problem may be viewed from two stand- 
points—that of the accountant and that of the engineer. The 
engineer deals with physical conditions, studies plant deterioration, 
the necessity of replacement, and so on. The accountant devises 
the ways and means of recording in the most intelligent manner 
the facts in connection with the changes. The work of the two 
should be correlated through a common understanding of the 
character and extent of depreciation. The engineer having shown 
what the rate of depreciation is, the accountant suggests devices 
for recording it, for providing replacement funds, etc., and thus 
for the preservation of capital values.” 

It is rightly pointed out that there are at least two standpoints 
from which the depreciation problem may be viewed. The fact 
that these two standpoints have been advocated by able exponents 
of each field, whose training and experience have been essentially 
different, has been a fruitful cause of great difference of opinion. 
It also supplies a logical reason for a lack of understanding of 
each other’s views. 

A correct understanding of the function of the accountant and 
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that of the appraiser or engineer as it relates to valuation and 
depreciation is the first step toward correlating the work of the 
two and harmonizing two entirely different but equally logical 
points of view. One covers protection against loss through the 
property’s damage or destruction; the other protects the financial 
solvency of the concern by anticipating additional depreciation 
likely to occur through probable improvements in machinery and 
methods based upon past experience in any particular line of 
endeavor. 

The appraisal engineer has the task of measuring the amount 
of depreciation due to wear, tear and obsolescence that has actually 
taken place. The accountant’s duty is to add to the percentage 
of depreciation annually occurring a percentage sufficient to pro- 
vide a reserve fund for future contingencies and the gradual 
replacement of the property. It is often larger than necessary in 
order to be safe. 

If this fundamental difference is kept in mind, there will be no 
feeling on the part of the appraisal engineer that the accountant 
is “depreciating” the plant values excessively; nor will the ac- 
countant, on the other hand, view the depreciation made by the 
appraiser as grossly inadequate. 

Putting the proposition in a mathematical form, let “x” equal 
the amount of actual depreciation that has taken place, “y” equal 
the amount of increase to provide a reserve fund for future con- 
tingencies and replacement. The function of the appraiser is to 
ascertain the value of “x,” the function of the accountant is to 
take “x” and determine what “y” should be. Manifestly if the 


66.99 


appraiser terms “x” the actual depreciation and the accountant 
declares that “x” plus “y” is the actual depreciation they will 
never agree. This shows that there should be a careful study 
that would lead to a mutual understanding of each other’s views 
of depreciation, so that when one says, “This is the actual depre- 
ciation,” it would mean the same thing to both. It will also be 
observed by this formula that the accountant is dependent upon 
the appraiser in order to know the amount of “x.” 

It is not uncommon to hear the claim made that the plant has 
depreciated to an amount represented by the balance to the credit 
of the renewal fund. Were it not for the fact that many engineers 
are following the practice of using so-called standard tables in 
estimating present depreciation, deducting in proportion to the 
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age of the plant, it would seem unnecessary to treat this claim 
seriously. 

The establishment of renewal funds through “depreciation” 
annuities can be likened to the accumulation of a fire insurance 
fund on a building. A building that has not yet burned has cer- 
tainly lost none of its value by reason of a fire insurance fund 
existing to insure it; neither has a plant lost value because of a 
renewal fund that exists to insure its gradual or final replacement. 
On the contrary, the fact that such a renewal reserve is being 
maintained is the strongest argument that all that is possible is 
being done to provide against impairment of investment and 
impairment of efficiency. 

It is obvious that the renewal fund will accumulate faster than 
is really necessary in the earlier years of a plant’s history, because 
the replacements during the earlier years will be comparatively 
few; but that after a number of years the expenditures for re- 
placements and the contributions to the funds will somewhat more 
nearly balance each other. 

It is evident that the percentage of depreciation that would 
show the present value should be a different amount from the 
percentage used to establish a renewal fund. Some authorities 
call the latter “theoretical depreciation.” It might better be 
termed “safety first depreciation.” 

“Theoretical depreciation” seldom, if ever, works out in prac- 
tice or actual experience, for the reason that it assumes a gradual 
constant reduction in the value of property during its life. It 
requires no argument to show’ that actual depreciation does not 
occur that way. The so-called “average life” of a plant compli- 
cates the problem of depreciation. The use of this term creates 
the impression that the plant lives to the term set by the average 
life and then has to be renewed as a whole. Nothing could be 
further from the truth. A property is not like human life; no 
mortality table applies. Renewals in a well managed going con- 
cern are of constant occurrence. The plant is never wiped out 
and then entirely replaced except in the event of some calamity 
like a fire or tornado; or, if it is, the occasions are very rare and 
hardly worth consideration. In such an event the actual sound 
value or insurance value should be sufiscient to replace it in as 
good shape as it was when the catastrophe occurred. 

This could not be done if settlement were made with the in- 
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surance companies on the basis of depreciation shown by “depre- 
ciation reserve account.” This is not saying that “theoretical 
depreciation” is not right for its purpose. It is only wrong when 
it is substituted for and treated as actual depreciation. 

On the other hand it is as wrong to take only the actual depre- 
ciation and say that it is a sufficient amount to provide for replace- 
ment. Actual depreciation is an impairment of capital, while the 
additional depreciation is a provision to preserve capital intact. 
Some authorities hold that it makes no difference and that the 
appraisal engineer is not interested in the purpose for which the 
valuation is to be used. So far as ascertaining the reproduction 
value is concerned this is true; but it does not apply to the per- 
centages that are deducted from the reproduction value. In other 
words the expert should know for what purpose his depreciated 
figures are to be used and the depreciated value should state what 
it intends to show. This does not affect “the basic value of new 
replacement.” 

We have seen that a percentage deducted which would be 
adequate for the actual depreciation would not be adequate to 
provide a renewal fund. Again if one were to calculate the sales 
value of a certain property to be removed and used elsewhere, 
he would be face to face with certain peculiar conditions. The 
appraiser must know these peculiar conditions. To illustrate, the 
removal of a special machine to some other place, for use in 
connection other than that for which it has been installed, might 
necessitate such a large expenditure for modification of design in 
order to make it useful elsewhere that it would have little value 
after the expense was paid. To show this machine’s sales value 
would necessitate a large percentage of deduction from its value 
to a going concern in its original place. Manifestly a sufficiently 
heavy percentage of depreciation to show a “removal sale value” 
would be absurd to use as the actual value to a going concern. 
If one terms these different deductions “depreciation” it follows 
that a correct method of estimating depreciations for one purpose 
may be an incorrect or inadequate method to apply for another 
purpose. 

, A wise procedure is to maintain the plant in efficient condi- 
tion through repairs and minor renewals paid from current in- 
come. The final renewals are made as required and the cost 
debited to the renewal reserve account, Each year there is debited 
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to loss and gain, and credited to finai renewal reserve account, 
the amount indicated by the estimate based upon the expectation 
of life of the several units of the plant. It is important that, 
where reserve is debited on account of liability for future re- 
newals, when those renewals are made, the expenditure therefor 
should be charged against renewal reserve account and not against 
the year’s operating expense—otherwise the reserve would be 
building up indefinitely and the loss and gain account would show 
faulty conclusions. 

The following points must be kept constantly in mind in 
studying the problem of depreciation: 


Ist. The renewal fund is set up for the purpose of spreading 
the cost of gradual renewal of plant units as uniformly 
as possible over the expectancy of life period, thus ob- 
viating unnecessary fluctuation in cost of operating, and 
so making it more practical to keep loss and gain bal- 
ances as uniform as possible and preventing sharp 
fluctuations in dividends or losses. 

2d. The amount to be so charged annually to loss and gain 
and credited to renewal reserve account is an estimate 
or assumption of the effective life of the unit, based 
upon past experience and future probable possibilities. 

3d. The loss will not have to be met until replacement actually 
is made. Loss is an accruing liability resulting finally 
in a decrepitude depreciation not yet due. Therefore, 
if the year’s share of the accruing liability is taken, and 
the payment is not yet due, it is held by some that the 
fund should receive the benefit of interest accumulated 
until the time for payment arrives. 

4th. So far as the plant’s capacity for rendering efficient 
service is concerned, it by no means follows that the 
plant has depreciated to the extent of the balance to the 
credit of the reserve. In fact, the contrary is nearly 
always the case. 

It has been said by some that appraisals have a very limited 
scope in the accountant’s use of them. This belief is no doubt due 
in part to the fact that the subject has been viewed from a stand- 
point which was critical rather than sympathetic, and because 
more light was needed by the accountant, the appraiser and the 
owner. 
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The expert accountant, who should be one specially qualified 
to analyze, will find many uses for an appraisal if it has been 
correctly made. 

Some of these uses are as follows: 


Ist. 


2d. 


3d. 


4th. 


5th. 


6th. 


7th. 


8th. 


To assist the accounting department by correcting past 
errors, preventing future errors arising from incorrect 
charges to plant account and to maintenance, and by 
providing a correct plant distribution. 

As a basis for a complete analysis of unit costs of produc- 
tion with a view to effecting economies. Every unit 
cost contains the element of interest on the investment 
in the part of the plant used for producing the unit in 
question. Therefore, no complete cost of production 
can be ascertained without knowing the value of the 
part of the plant involved in the production. 

To disclose where renewals are urgent or are likely to be 
necessary in the near future. 

To determine the amount of existing depreciation that has 
accrued. 

To show whether the cost of renewals has been capitalized 
instead of being charged against operating expense and 
a falsely increased capital account created thereby. 

To use as a guide in estimating maintenance expense, 
thus providing a standard by which to judge the effi- 
ciency of management and to show true net earnings. 

To use as a help in judging the degree of efficiency, for 
the reason that true efficiency is indicated not by large 
investment in plant but by the least investment con- 
sistent with adequate service. 

To use as an inventory, to disclose unremunerative pieces 
of property and to detect property losses due to care- 
lessness or theft. 


. To determine in advance the amount of money necessary 


to replace the various units of property as they are worn 
out. Thus determining the total amount to set aside to 
the renewal reserve account, for which the accountant 
has to make provision. 


If the relative positions of the accountant and appraisal en- 
gineer are clearly defined and understood there will be no contra- 
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diction between them. There is urgent necessity for cooperation 
between accountants and appraisers so that the public may be 
educated as to the work that each is expected to do. 

At the present time there is need of constructive thought on 
the subject in order that the owners of property may be enlight- 
ened so that they will see the essential justice and correctness of 
the accountant’s position as well as that of the appraiser. The 
owner who has an appraisal is protected from loss through fires ; 
he is not by that protected against bad financing. The accountant 
saves the owner, in that respect, from taking false views of his 
financial situation. 

If there is to be any uniformity of views of depreciation it 
must be brought about by starting with a standard uniform basis 
of values. The logical one to start with is the cost to reproduce 
the property new. If accountants, appraisers and engineers start 
from the reproduction basis there is the opportunity intelligently 
to analyze and compare their findings. Where each starts from 
a different’basis the results make any comparison hopeless. 

The question of uniform methods is far from settled. It is 
manifest that a full understanding of the elements of valuation 
and depreciation is necessary. An important one of these elements 
—one which has heretofore lacked adequate attention—is a stan- 
dard uniform basis of valuation. The determination of the proper 
starting point is a long step towards the solution of many 
depreciation problems. 


33 








Extended Logarithms 


By Artuur S. LITTLe 


Every one who has become proficient in the use of the ordi- 
nary seven-place logarithm tables of Vega, Babbage, etc., has no 
doubt often met with a practical problem for which such tables 
were inadequate. For, when used to the limit, they will barely 
take care of millions of abstract units, or tens of thousands of 
dollars and always are accompanied by more or less uncertainty 
in the last figure. Many persons have also at some time, no 
doubt (like myself), expressed a wish for and even instituted a 
search for a similarly constructed book of greater scope; losing 
sight of the fact that to add merely one figure to the number of 
places to which the natural numbers ran would require a book 
of ten times the size. To add two places would mean giving at 
sight all the logarithms of the natural numbers from 1,000,000 to 
10,000,000, or a book one hundred times as large, etc. This is 
sufficient reason for not undertaking any increase in the scope 
as regards natural numbers. 

As to the number of places to which the logarithms them- 
selves extend—that is another matter. Wentworth’s five-place 
tables seem to produce results correct to five figures; Loomis’ 
six-place tables correct results to six figures; and Vega’s seven- 
place tables correct results to seven figures. The question then 
arises, why could not the logarithms in Vega or Babbage be 
given to eight or more places, adding but slightly to the amount 
of tabulated matter, and increasing the scope of usefulness ten, 
one hundred or one thousandfold? 

The answer is that it could be done, and the sole reason why 
Vega’s logarithms are not given to eight places is that it would 
render impracticable an exceedingly valuable adjunct, viz., the 
marginal tables of differences in multiple form. For instance, 
on page 46 there are but four differences found: 145, 144, 143 
and 142. But were these logarithms given to eight places there 
would be twenty-five differences ranging from 1448 to 1424. If 
the logarithms extended to nine places there would be 238 dif- 
ferences ranging from 14476 to 14239, for the 510 logarithms 
on the page. 
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Nevertheless, a table of logarithms of the numbers from 
10,000 to 100,000 to more than seven places has been attempted 
at least once, and the number of places given was no less than 
ten! The work referred to constituted appendix 12 to the 1896 
report of the U. S. coast and geodetic survey, and was bound up 
in a huge and unwieldy volume. This report was on sale to the 
public at a nominal price, and a number of accountants and 
mathematicians of the country, learning of the opportunity, pur- 
chased copies and had the 300 odd pages of tables removed and 
bound into a manageable book.* 

The arrangement of this table (I am the fortunate possessor 
of two copies) is identical with the ordinary tables except as 
regards the differences, which are as numerous as the logarithms 
themselves. For example, in the seven-place table we find that 
86 takes care of practically all the logarithms from 50,250 down 
to 50,800. But in the ten-figure book the difference for 50,250 is 
86,426 while that for 50,251 is 86,424. 

In the earlier part of the book the differences of course 
change much more rapidly than this; so much so that an applica- 
tion of the “direct proportion” rule given by the author (W. W. 
Duffield) makes the 10th figure quite uncertain when an anti- 
logarithm is being worked out, and almost invariably produces 
an error of several units when a logarithm is being found. This 
unreliability in the 10th figure is of course the most pronounced 
at the very beginning of the book, but continues (theoretically at 
least) down to about 31,000, where the “second difference,” i.e., 
the difference in the differences, becomes less than 5. 

Bear in mind that the logarithms themselves, as tabulated, 
are perfectly accurate. It is in the derived results that the 
error appears. 

This defect in Duffield’s tables can often be circumvented by 
the expedient of adding to the logarithm in question the log- 
arithm of some suitable one-digit integer so as to throw the work 
into the latter part of the book, and afterwards undoing this 
temporary inflation by plain division by arithmetic. (Or vice 
versa when the logarithm of a number is desired.) 

The foregoing certainly suggests clearly that ten places is 
the utmost limit to which a five-figure table can be carried. 

*It is my understanding that the stereotyped plates from which these tables were 


printed were prematurely destroyed at the government printing office, and that this 
precious compilation is now hopelessly “out of print.” 


35 








The Journal of Accountancy 


What, then, is fo be done for cases where it is desired to obtain 
powers or roots of numbers containing more, and perhaps con- 
siderably more, than ten digits? 

Up to about one hundred years ago, and long after Napier, 
Speidel, Briggs, Wolfram, Sharpe, et al. had passed away, there 
was nothing to be done. Then, finally, some one stumbled upon 
the factoring principle which thoroughly solved the question 
of extended logarithms and is so simple and obvious that one 
wonders that it was not thought of sooner.* 

Suppose we are working with Vega and wish to ‘obtain the 
anti-logarithm of 5 8 3 3980. The nearest corresponding 
logarithm given is that of 38317, which differs from the one at 
hand to the extent of 65. By following the rule given for pro- 
portionate parts we soon obtain the 6th and 7tht figures of 5 
and 7 respectively. 

But let us look at the matter in a more philosophical manner. 
Denoting the anti-logarithm of 5833980 by y, since subtracting 
logarithms corresponds to division, then the .0000065 is the 
logarithm of 


y 


38317 


In other words, this difference of 65, instead of being a 
residue that must be pro-rated out in the 6th and 7th place in 
accordance with a rule of thumb, is, in reality, the logarithm 
of some number. 

There is nothing in Vega to show what number corresponds 
to the logarithm 0000065, so we will, for the present, denote 
this number by z. Hence y= 38317 z. By referring to another 
table we find that 0000065 is the logarithm of 1000015, the value 
of z. Multiplying this number into 38317 produces 3831757. 

After viewing the matter in this light, any one, unless totally 
devoid of imagination, cannot help seeing the unlimited possibili- 
ties that are open. For any number, m, can be assumed to con- 
sist of the factors a and b; a, b, and c; a, b, c, and d, etc., etc., 


* There does not appear to be any reliable evidence as to who was the first to 
evolve this plan, but it has unquestionably been studied out independently. by many 
persons. The preface to Peter Gray’s tables, written in 1876, contains some amusing 
evidence on this subject. 

+ Here we rest, going one better Herr Bremiker, who, after admitting that the 
8th figure thus derived is uncertain, conservatively suggests that it would be “inex- 
pedient” to attempt to obtain the 9th. 
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and n is always ab, abc, abcd, and the logarithm of n is always 
the sum of the logarithms of a and b; a, b, and c; a, b, c, and d, etc. 
Even after one has been initiated into and has become adept at 
the process of resolving numbers into factors in this manner, he 
cannot resist marveling at the countless combinations that can 
be made with such a small collection of factors. For instance, 
the 13-place tables of Sprague contain only 584 items, and yet 
any number from one up to ten trillion may be formed by the 
continued product of the proper factors (never more than seven 
in number and often considerably less). For example the follow- 
ing numbers multiplied together : 


77 

101 

10001. 

100000001 
produce 7777777777778 


But this is not all. The foregoing factors are doubtless the 
best and most suitable; having been obtained in the normal way 
in conjunction with the use of the tables along conventional lines. 
But they are by no means the only set of factors, not exceeding 
seven, whose continued product is777777777777 8. 
For example: 
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We will soon reach the limit if we restrict ourselves 
to seven factors. But if willing to employ eight, nine, ten, 
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etc., then there is practically no limit. In other words, there 
is an almost infinite number of ways in which the number 
777777777777 8 (as well as any other number from 
1 to 10,000,000,000,000) may be formed by making the proper 
selection from a collection of only 584 tabulated numbers and 
then obtaining their product. It may be added that the proper 
factors needed for the purpose are always readily found by an 
exceedingly simple and easy routine method. 

This feature of “varying the factors” is not merely a matter of 
academic interest. On the contrary it is of tremendous practical 
value and importance for two purposes, viz. : 

(a) Verifying a calculation just performed ; 
(b) Detecting and locating errors in the tables. 

The following table, therefore, contains all the material 
necessary for obtaining (with theoretical accuracy) the logarithm 
or anti-logarithm of any number of nine figures or less, and 
therefore is potentially one hundred times as extensive as Vega. 


il 041 392 685 
101 004 321 374 
100 1 000 434 077 
100 O1 000 043 427 
100 001 000 004 343 
100 000 1 000 000 434 
100 000 01 000 000 043 
100 000 001 000 000 004 


It would of course be out of the question to attempt to use 
such a table for practical purposes, as the process would be un- 
bearably slow. If, however, we increase the dimensions of the 
table nine-fold it will be in the form of what was first given to 
the world, and possess considerable usefulness.* This is what is 
known as a “one-at-a-time” table, and (barring exceptions) re- 
quires as many factoring operations as there are places desired 
in the result. By making this table ten times as large we will 
make the operation approximately twice as quick, but a trifle more 
difficult. This would be a “two-at-a-time” table, and the factors 
would be of the form ** ; 10** ; 1000**, etc. ; * meaning any digit. 


*I have a small and very compact manuscript table of this character, extended 
to fifteen yaa, and have on many occasions used it to advantage in extracting, to 
thirteen places of figures, the 90th, 180th, etc., roots of certain numbers, working at 
such places and in such circumstances (e.g., a crowded restaurant) where nothing 
could have been accomplished with a larger and supposedly “quicker” table. 


38 














Extended Logarithms 


The logarithms published in 1910 by the late Charles E. Sprague 
and now contained in the latest edition of his Accountancy of 
Investment are of this type. 

By giving the factors in the form ***; 100,***; 100,000,***, 
etc., we would have a compilation ten times as large as the fore- 
going and about 114 times as quick in furnishing results, with a 
further slight increase in the difficulty of combining factors. 
Such a book exists (Peter Gray, 24 places) and although pub- 
lished in England, and rather costly, it is apparently infallibly 
accurate, and is, on the whole, the most useful and satisfactory* 
for general extensive work. The first factors are only 1 to 9, 
but all the remainder are “three-at-a-time,” agreeing with the 
ordinary punctuation in our system of notation. A further ad- 
vantage of this table is the adaptability thereto of Crelle’s multi- 
plication tables. 

The next step would be a table ten times as large, making 
the work 1% times quicker and again a trifle more difficult. This 
would scarcely seem to be worth while; nevertheless such a book, 
extended to 21 places, was published at Vienna by one Anton 
Steinhauser in 1880. The preface and explanation call for a 
certain form of “kultur” possessed by few Americans whose citi- 
zenship is of the 100% type, but in the absence of a reliable trans- 
lation I am inclined to think that the directions for use are not 
very lucid. The worst feature, however, is the inordinately large 
number of errors that exist. The book itself contains a whole 
page of “corrigenda” and during the last ten or fifteen years a 
few computers (of whom I am now one) have exchanged numer- 
ous postal cards in reporting to each other fresh discoveries of 
errors. As the tables occupy 294 pages, with 50 lines and an 
average of about 234 columns to a page, it is highly unlikely 
that the mine is by any means exhausted. Another objection 
is that specially ruled paper is necessary, with every fourth line 
accentuated, which does not agree with ordinary notation. In 
spite of the disadvantages cited, however, the book is exceedingly 
useful in the hands of one who understands how to guard against, 
detect, locate and correct the many undiscovered errors that un- 


* This would probably be the average opinion the world over. I find, however 
that of the various tables I possess, I use the most a manuscript reproduction of 
Sprague’s two-at-a-time table. Several mechanical advantages are gained by puttin 
it in the form of a manuscript—flat-opening book, notably increased legibility, an 
the practical elimination of the danger of straying into the wrong line or column. 
further advantage is the applicability of a ten-key adding machine for use in multiply- 
ing the factors together. 
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doubtedly exist. The first factors are the logarithms of the 
natural numbers from 1,000 to 10,000, all given to 21 places, and 
they appear to be far more trustworthy than the other three 
factors. At last accounts this book (unbound) was obtainable 
from importers for about $1.75. 


* * * * * * 


It is fortunate that there is already in existence, in imperish- 
able form, adequate means for performing any and all problems 
in evolution that could possibly arise, for the day is no doubt 
coming when the demand for some of the tables just described 
will be much greater than it is at present. 

Since the appearance of the famous Rollo Books we have 
had with us the well known catch: “If a man can eat 11% Ibs. 
of beefsteak in one hour, how many pounds could he eat in 
ten hours?” 

The victim generally blurts out: “Fifteen pounds,” which is 
supposed to be very funny. And it is, but no more so than the 
doctrine now prevailing everywhere in the business, legal and 
accounting world whereby we have: 

Q. If the interest on $1,000,000 for six months is $30,000, 
how much is it for three months? 

A. If the interest for six months is $30,000, then for three 
months it would be one-half thereof, or $15,000. 
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Accountancy, Economy and Efficiency in a 
City Department 


By Harotp D. Force, M.Sc. 


The work herein described was undertaken as pioneer work 
so far as city departments had then progressed, with a keen 
appreciation of its significance to the city in general, and when 
comparatively few viewed it with favor. It has been conducted 
in accordance with the ideas so strongly advocated in 1909 and 
1912 by the chamber of commerce, as inaugurated by ex-Comp- 
troller Metz, and now being pushed to a conclusion by Comptroller 
Prendergast in conformity to section 149 of the city charter for 
uniform accounting. The policies of the Bureau of Municipal 
Research have also been kept in mind. 

The importance of the work is well stated by the committee 
on finance and currency of the chamber of commerce, in the 
report of 1909 on the progress of the new accounting system in 
the city of New York and its departments: “No other issue has 
been presented to our citizenship in years so vital to the perma- 
nent welfare of greater New York. All other questions must 
take second place to this—for every measure of municipal ad- 
vance depends upon honest, economical administration of the 
city’s finances, and this cannot be secured without a proper 
system of accounting.” 

This work was taken up (for expenditures) in 1910, upon 
application to Acting Mayor Mitchel, for the appointment of an 
expert accountant for this department, the comptroller not having 
accountants available to devise and initiate, carry to a conclusion 
and finally supervise all the work required. 

The description herein given is an outline of the work and 
some of its results, as briefly stated as it is possible to do and 
give justice to five years’ labors. It must be always remembered, 
also, when results are measured, that conditions governing munici- 
pal employment and administration, with the complicated and 
technical regulations to be met, with prejudice to reforms, hos- 
tility to change and opposition to those who attempt it, together 
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~with lack of authority, conflict of authority and, finally, lack of 
help, either available or experienced—all preclude the accomplish- 
ments obtainable by well organized business corporations. 

The principle has always been kept in mind, however, as the 
reform was a radical one, to try and produce the maximum of 
good with a minimum of harm. 


THE CONSTRUCTIVE PLAN FOLLOWED. 


The plan formulated was the following: 

Ist. A central control over the transactions of all outlying 
bureaus and divisions, their offices and plants. 

2nd. A scientific exhibit of these transactions, on modern 
forms and books of account, from which both cost and adminis- 
trative information could be both currently and readily obtained, 
in the analytical form desired. 

3rd. The regular periodical compilation of statistics and 
prompt rendering of classified reports, to form a basis for the 
action of executives. 


INQUIRY LEADING TO REDUCTIONS IN COST OF CONDUCTING THE 
DEPARTMENT. 


The expense and cost reports of 1913, followed by analytical 
reports of overhead expense, were the first data giving conditions 
on which action was taken, later, towards economy. 

A few of the subjects concerning which indefensible unit 
costs were exhibited were cost per mile of automobiles and ferry- 
boats, cost per hour of tugs and launches and cost per day of 
pile drivers and derricks. The cost of conducting the adminis- 
trative or bureau organizations, their offices and plants, indi- 
cated an unusually high overhead expense; for example, cost of 
the purchase, storage and handling of supplies, mechanical repairs 
at shops and yards, and engineering supervision and plant. 

A special report of the comptroller, early in 1914, called 
attention to the unusually high costs of operation, as shown by 
the expense reports of the department. The department’s execu- 
tives also investigated, and proceeded to reduce costs to a basis 
nearer that of commercial standards. 

The comptroller has again featured the department’s detailed 
expense statements in a printed report, submitted in October, 1915. 

Briefly summarized, the resulting economies, shown by ac- 
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counts and reperts, now indicate a decreased cost of conducting 
the department, for the year 1915 over the year 1913 (omitting any 
estimate for 1916) as follows: 


Rate of decrease 
Administrative organization (including necessary 


ofiess and SERGE) 6s oc sowhoscnnnne tee wap cents 45% 
All other operation and maintenance............ 3514% 
Construction and permanent improvements....... 67% 


The great reduction in construction and improvements repre- 
sents a largely decreased volume of work, on the ground of 
costly methods of municipally operated enterprises, or that con- 
struction forces retained at an annual rate cannot be kept con- 
tinuously employed on a profitable basis. 


REDUCTION IN COST OF ACCOUNTANCY BY CENTRALIZATION AND 
ELIMINATION OF DUPLICATED WORK. 


Prior to 1915 satisfactory results were difficult if not impos- 
sible to produce owing to the distribution of work and control 
among five different bureaus or administrative organizations, with 
the consequent and unavoidable duplication of work, conflict of 
authority and slowness of action. Through codperation of com- 
missioners and comptroller, the year 1914 brought a decision 
to centralize the work, employees and methods in a single bureau 
(accounts), with the auditor as chief accounting executive of 
the department. 

The technical execution of this plan necessitated radical 
changes in organization, revision and installation of new and. 
shorter forms, bringing all original documents evidencing trans- 
actions direct to the central office, and their immediate record 
upon books of final entry. The consolidation of records also 
necessitated the tedious and painstaking reconciliation of old 
with new accounts. 

Careful selection of the most efficient and necessary men and 
transfers from the outlying bureaus, eliminating the unnecessary, 
brought a reduction in annual cost, as follows: 


Rate of decrease Decrease in 
in total salaries paid number of men 
55% 30 
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This reduction takes no account of the standardization or re- 
ductions of salaries for 1916; and, without it, the accounting 
organization shows a larger percentage of decrease than any other 
organization expense. 


PROMPTNESS AND COMPLETENESS OF MONTHLY REPORTING AND IN 
PRODUCTION OF CURRENT STATISTICS. 


In the report of the chamber of commerce (1912) appears 
this comment on reporting: ‘Success of the city’s new system 
depends upon keeping up the records in the outside departments 
and their prompt and accurate transmission of reports.” 

Prior to 1912 there was no current reporting, either for com- 
missioners or comptroller. Final results and statistics of opera- 
tion were obtained months after the completion of transactions 
applying to a period or by means of special investigation. 

There is at present in the bureau of accounts an accounting 
organization that has already proved itself at least not exceeded 
by any other city department for efficiency and promptness of 
results. 

Records have this year been written up, reports completed, 
presented to commissioners and transmitted to the comptroller, in 
eight days from the close of the period reported upon. This was 
considered impossible as late as a year ago. Most commercial 
corporations are satisfied if results are complete at any time 
within the month following a period. 

The reports themselves are considered by the accountants of 
the comptroller to meet requirements for their completeness and 
the analytical nature of their contents. 

A “follow up” system, to insure promptness and individual 
clerical efficiency, has recently been installed. 


THE INSTRUCTION AND DEVELOPMENT OF CLERKS FROM CLERICAL 
TO PROFESSIONAL SERVICE. 


Inexperienced service is a chief difficulty to be met in systema- 
tizing a municipal department—a difficulty liable to be underesti- 
mated. It has been largely overcome in this department for the 
work herein described by personal and painstaking instruction 
and direction of each individual who became available for the 
work. With one or two exceptions none was experienced in any 
but routine clerical work. 
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All now serving the expenditure accounting organization are 
trained to much of the work done by accountants’ assistants, or 
junior accountants, in the offices of public accountants. The 
system used requires that class of service for its successful 
execution. Several can now analyze accounts, prepare statistical 
data and reports and formulate forms for rudimentary installa- 
tion. One employee has advanced from the telephone receiver to 
be one of the most efficient assistants on accounts. 

These methods give the city and department the benefit of 
accountancy service that is at least not overpaid, according to the 
commercial measure. 


CHECK AND CONTROL OF EXPENDITURES THROUGH A SCIENTIFIC 
BUDGET SYSTEM. 


It is impossible to prepare practical and scientific budgets, both 
tax and corporate stock, without their being based primarily upon 
the data or statistics furnished by the expense and cost accounting 
system, which is in turn directly built up from the certified 
original documents evidencing expenditures. 

The accounting system of this department has (at this writ- 
ing) been brought to such a position that the expenditures of a 
budget properly based thereon may come under current check and 
control during the operating year it represents. This applies to 
either a functionalized or “lump sum” budget. The system 
furnishes the data in accessible and permanent form on which 
future estimates may be based, wherever it is possible to make 
future estimates, and where it is useful to make comparisons with 
operations of current and preceding years. 

Admitting the principle (quite well settled now) that budgets 
must accurately reflect and represent the expense and cost of 
conducting a municipal enterprise, the statistical data of the 
accounting system become the foundation point for prevention 
of overestimates and misapplication of moneys. With a func- 
tional segregation of the system, in agreement with charter duties, 
it compels an intelligent and definite destination for every dollar 
appropriated and expended. 


PREVENTION OF THE MISAPPLICATION OF CORPORATE STOCK. 


Until the proper plan and method of its detailed application is 
taken up and settled by all the authorities concerned, through the 
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budget system, or by credits allowed for depleted funds (for labor 
charges as well as for the consumption of supplies), there will 
always be a portion of the corporate stock allowance used contrary 
to section 169 of the city charter. 

As a check against misapplication, to prevent obvious mis- 
charges and to point out where corporate stock is or can be 
misused, every form, document, book of account and report con- 
cerning expense and cost of work is so constructed as to indicate 
how every charge and expenditure has been paid for, i.e., from 
what code or fund, as between tax budget or corporate stock. This 
includes labor, invoiced expense and consumption of supplies. 

This system has been of considerable value, as testified by the 
comptroller’s report, in pointing out to the financial authorities the 
existing conditions and difficulties and by preventing too great a 
misapplication. 

The whole problem would be simplified and the wisest financing 
served, were the city to allow the use of corporate stock exclu- 
sively for the direct expenditures concerned in permanent improve- 
ments, and to exclude all expenses whatever that were purely 
incidental thereto, such as office forces and plant expense. 

At present, if work done must currently correspond to funds 
from which payable, for salaried engineers on both improvements 
and repairs, their services could not be paid for until some time 
after the usual payroll periods (considered by them a great 
hardship). 


MODERN MUNICIPAL ACCOUNTING AND REPORTING—A TECHNICAL 
DESCRIPTION. 


The general object to be accomplished by such a system is to 
show everything the city spends its money for, through the 
operating department. 

To do this so that results could be produced in the analytical 
form required of modern accounting, it was necessary, first, 
gradually, not suddenly, to abolish methods which were slow, 
obscure, cumbersome and antiquated. It also required the over- 
coming of persistent opposition (sometimes almost disastrous) by 
means of tact and perseverance. 


The Controlling Accounts: 
In place of the former condition of no relation whatever 
between the apportionment of expenditures (accounts showing 
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expense and cost of work) and the expenditure accounting of the 
general ledger (based on payments only), there has been installed 
a current and direct relation and current reconciliation of all 
branches of accounting, both revenue and expenditures—all focus- 
ing in the controlling accounts of the new general ledger of the 
department. 

The chief subjects currently controlled by this are revenue 
earned, received, deposited, uncollected and outstanding or 
receivable ; authorizations, vouchered payments thereof, and unex- 
pended balances of appropriations and corporate stock; stores 
purchased, issued and on hand, from both appropriations and 
corporate stock; plant and equipment acquired and on hand; 
expense of administration, operation and maintenance; expendi- 
tures incurred in construction-in-progress, job orders-in-process, 
permanent improvements and acquisition of property. 

No plan of controlling accounts, however, will prevent fraud 
and theft, which is a matter largely of administration and of fixing 
personal responsibility. Accounting systems help only to reduce 
dishonesty to a minimum. 


Functional Plan of Accounts and Statistics: 

As a basis for practical budgets, a general control and sum- 
marizing of transactions and the adequate reporting of results, 
descriptive of the department’s activities as called for by the city 
charter, the functional system has been installed. Briefly stated, 
the subjects of expense comprise the cost of each separate admin- 
istrative organization, their offices and plant, operation and main- 
tenance of movable plant and equipment (each automobile, piece 
of floating plant and ferryboat), the patrol of, cleaning, care and 
maintenance of the waterfront, the construction and permanent 
improvement of properties. 


eee 
Job Costs (including Permanent Improvements): 

The accounting for each job or specific piece of work begins 
with the authorizations of work under mechanical job orders and 
engineering bureau orders. All repairs done in the various shops 
and yards to movable plant and equipment or by the laboring 
forces under engineers to waterfront piers, bulkheads, marginal 
streets and other properties is separately accounted for in classified 
form by objects of expenditure, i.e., class of labor, supply or 
expense. 
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A distribution of overhead expense and use of plant is annually 
made. 

This accounting is similarly kept for each construction work or 
permanent improvement in progress from year to year or com- 
pleted, whether departmental or by contract. Upon these costs are 
fixed the annual rentals of waterfront properties. 

Statistical records of administrative and budgetary value are 
those of the amount and cost of time of individuals, showing the 
part played by each employee, by jobs, functions and budgetary 
codes. 


Distribution of Overhead and Plant Expense: 

The basis of the departmental overhead is, primarily, the rate 
per cent. that the administrative, supervisory and organization 
expense bears to the direct or principal cost of the activity or 
function to which it applies or to the job supervised. 

The cost of supplies used in each departmental activity, or job, 
is not complete without a percentage being added to each $1.00 of 
value for the function of purchase, storage and handling of the 
supplies consumed. The cost of mechanical repairs at the shops 
and yards requires a percentage added for the offices, plant and 
mechanical supervision of each piece of work. The engineering 
work of repairs, construction and improvement is similarly treated 
for office, plant and supervisory expense applicable thereto. 


Unit Costs of Operation: 

The ascertainment of unit costs is possible after the complete 
charges of operation and maintenance are recorded and the dis- 
tribution of the overhead applicable to each subject has been made. 
With the use of mileage statistics, the unit costs per mile of auto- 
mobiles and ferryboats, individually and as a class, are produced; 
and similarly, with the work reports of boats are produced the 
unit costs per hour of tugs and launches individually and as a 
class, and per day of pile drivers and derricks individually and 
as a class. 

With the area of marginal streets cleaned reported and the 
cost of labor and expense currently recorded, the cost per square 
yard is readily accessible. 

A practicable system for the unit cost of construction and 
improvement has been awaiting the codperation of engineers and 
the department of finance. 
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Subjects and Plan of Reports: 

The subjects required of a monthly reporting system must be 
on a summary plan, to show results concretely and briefly, yet 
analytically enough to be a guide to action. They must also 
satisfy, as far as possible, departmental officers and all other city 
authorities rightfully requiring operative information. 

The present reports are prepared only after a careful recon- 
ciliation of all transactions of the entire accounting system. 

The first report is upon the functional system, described above, 
and is an exhibit of total transactions of the current and preceding 
months, to show the effect of economies by comparison with the 
preceding year, with decreases (or increases) and rate per cent. 
thereof. 

Reports of the distribution of overhead expense are rendered 
periodically, as desired, showing rates per cent., percentages dis- 
tributed to each function and total costs, upon the method above 
indicated. 

Supplementary to the overhead report the unit costs of opera- 
tion by classes are given. Individual subjects, as each machine, 
boat, etc., are currently accessible, to be given when required, in 
schedule form. 
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Accountancy in Idaho 


By Byron DEFENBACH. 


A paragraph in the interesting report of President Joplin 
indicates that there remain only nine of the United States whose 
laws do not recognize the profession of accountancy. Idaho is one 
of these states, and it might be of interest to the readers of THE 
JouRNAL oF AccoUNTANCY to hear some of the arguments put 
forth in that state on the two sides of the question of legislative 
enactment. 

House bill No. 194 was introduced in our last session of the 
state legislature. It was based on existing laws of similar import 
in Washington and Oregon. It provided for its own financial 
support without expense to the state and was intended for the 
“examination of, and issuance of certificates to, qualified appli- 
cants, with the designation of certified public accountant.” 

It was argued in support of the measure that Idaho was 
bordered by Washington, Oregon, Utah, Montana and British 
Columbia in all of which the C. P. A. degree was provided for by 
law ; that the peculiar shape of Idaho made every part of it com- 
paratively near to some important business center in a neighboring 
state such as Spokane, Portland, Salt Lake and Butte; and that 
Idaho men practising accountancy were thrown into competition 
with non-residents bearing credentials which no amount of profes- 
sional efficiency would enable the home men to obtain. It was 
also shown that the by-laws of corporations were more and more 
frequently written to require periodical audits by certified public 
accountants, and that Idaho citizens were absolutely estopped 
from doing such work. 

Outside the question of foreign competition, it was said that 
the Idaho accountant was in the position of a doctor under such a 
system as would necessitate his proving his educational qualifica- 
tions to each individual patient who might be in need of profes- 
sional services. 

The measure as written had the support of most of the ac- 
countants of the state, and was not opposed by any of them. 
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In fact, no opposition of any kind developed in either branch 
of the legislature, and the bill passed both houses by substantial 
majorities. 

It was vetoed by Governor M. Alexander in the following 
language: 

“House bill No, 194 has failed to receive my approval. This 
act seeks to create another board for special protection to a single 
class of individuals engaged in business within this state 
I do not believe that it is wise to permit professions to organize 
themselves under protection of the law appointing certain of their 
own numbers to prescribe qualifications and rules whereby others 
who may desire to engage in such professions may be debarred 
from doing so.” 

This veto is dated March 11, 1915, after the adjournment of 
the legislature. Had the action been taken at an earlier date it 
is believed that the bill could have been passed by the necessary 
two-thirds vote over the governor’s disapproval. Due credit 
should be given to the author of the bill, F. S. Randall, member 
of the Idaho house from Lewiston. An effort will be made in the 
next session to pass this or a similar measure. 
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EDITORIAL 
Educating the Public 


The committee on general relations of the American Associa- 
tion of Public Accountants has published its third bulletin under 
the title Protection of Investments. This bulletin is one of a 
series which is in preparation. The subjects are to be those upor 
which there seems need of public enlightenment and the method 
of distribution remains as it was during the past year, namely, 
through the national office of the association at the request of 
state societies. 

The bulletin now issued deals with the important question of 
the selection or election of auditors, a matter upon which all 
accountants are agreed that American practice has much to learn. 

The text of the bulletin follows: 


There is ever increasing demand that the public’s investment of money 
shall be safeguarded by every possible means. The investor is beginning 
to consider the integrity of his investment rather than the immediate rate 
of return. 

Vast accumulations of capital are seeking avenues through which to 
find legitimate use, reasonable compensation and absolute safety. Stock 
exchanges throughout the country have been forced to adopt new rules 
for the protection of investors; the security seeking to be listed must 
present credentials of a more and more comprehensive nature. 

The same desire for safety is manifest in the blue sky laws of many 
states. These laws may not be perfect, but their object is commendable 
and their purpose deserves general support. 

Yet in spite of the general development of the desire to protect the 
bondholder and shareholder American practice has failed to utilize fully 
one of the most important safeguards. 

The average owner of bond or stock in American corporations dis- 
plays a lamentable indifference to the conduct of the business in which 
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his capital is engaged. He permits the election of directorates, ostensibly 
in his name, actually self-perpetuating. In too many cases he leaves to 
these directors not only the conduct of the business but the preparation 
of reports which are the only means he has of ascertaining the financial 
condition of his property and the efficiency of its operation. 

It is better that independent auditors should be chosen by the 
directors than that the services of such auditors should not be secured, 
but the best plan is that the sharcholders shall elect the auditors. Such 
action should provide that there be no change in the office of auditor 
without due notice to all shareholders. 

It is vital that every owner of securities have direct access to the 
unabridged report of the auditor, because in some instances the auditor’s 
report is suppressed or emasculated before it reaches the proprietors. 

The English companies act is generally regarded as the most 
adequate legislation governing corporate activities. Two of the strongest 
features of the law are that there must be annual statements approved 
by independent auditors, and that the auditors shall be elected at the 
annual meetings of shareholders. The law provides that there cannot be 
a change of auditors without an opportunity for the retiring auditors to 
be heard by the shareholders. 

By virtue of this provision it follows that although directors may 
be able to influence and even control the election of auditors by means 
of the majority of share ownership there is small likelihood of such 
an attempt. 

The Canadian bank act following the same general principle goes 
even further and provides that if bank shareholders fail to elect an 
auditor the government shall select an auditor whose charges must be 
defrayed by the bank. This takes the choice of the auditor out of the 
hands of the management and directorate. 

The United States of America is the greatest buyer of stocks and 
bonds, but many of the securities purchased are merely the medium of 
speculation. The American wants his dollar to earn another dollar in 
the shortest possible time. But even the speculator of today is wiser 
than the legitimate investor of yesterday in that he seeks for more 
information as to the intrinsic value of that which he buys. 


Value depends upon Providence. Presentation of value depends upon 
the auditor. 


Let the auditor’s hands be free and his range of investigation 
unlimited. 

Be sure that his report be made public. 

Be certain that the auditor is qualified for the position. 


Many of the most lately written articles of incorporation contain — 
provisions similar to those found in the English companies act. Bankers 
begin to understand the desirability of such provisions. Everyone con- 
cerned with the formation of corporations should know that satisfactory 
flotation of securities and maintenance of market value ultimately depend 
upon public confidence. They should remember that the investigation 
of condition should be made by the owners—that is, the shareholders— 
through the agents whom they themselves have appointed. 


The American Association of Public Accountants believes that this 
matter is of vital interest to the entire financial and commercial com- 
munity and presents this pamphlet as a plea for adoption of the principle 
of election of auditors by shareholders. 


53 














The Journal of Accountancy 


Receivers and Public Accountants 


We publish elsewhere in this issue an able and instructive 
paper by Willard P. Barrows on the subject Receivers and Public 
Accountants, which might well be read by every business man— 
but there is a rather remarkable omission in the article which it 
seems to us should not pass unnoticed. Mr. Barrows demon- 
strates conclusively the dependence which the man who is ap- 
pointed receiver must place upon the public accountant whom he 
is obliged to call in for that technical knowledge which he himself 
does not possess. This is not a difficult proposition to prove but 
it is somewhat amazing to find a man with so clear a knowledge 
of the duties of receivers who entirely overlooks the obvious solu- 
tion of the problems which he discusses. If Mr. Barrows were 
to turn his attention to the practice of English courts, and even 
nearer at home to the practice of the courts of the Dominion of 
Canada, he would find that in a great majority of cases the court 
itself has recognized the necessity for accounting knowledge and 
has appointed as a receiver the man who is able to attend to all 
the duties of that office. We have not before us the exact sta- 
tistics, but it may safely be affirmed that by far the greater num- 
ber of receiverships in Great Britain are entrusted to public 
accountants, and we believe that if a British or Canadian judge 
were to suggest the appointment of anyone other than an ac- 
countant there would be a general protest from all sides, except 
of course in certain peculiar circumstances which may occur to 
justify the selection of a receiver who is not himself in direct 
touch with the conduct of business and the financial side of the 
undertaking. It has been one of the unfortunate phenomena in 
the history of accountancy in this country that the courts have 
been so slow to look for assistance where assistance would be 
most readily obtainable. Of late years there has been in some 
states a distinct improvement and many of the recent receiver- 
ships have been placed in the hands of public accountants. As 
time goes on, of course, the manifest advantage of this course of 
action will appeal to the courts as a whole. In the meantime, 
however, we feel regret that Mr. Barrows in his otherwise excel- 
lent paper should have overlooked the simplest and easiest 
solution of the receivership problem. 
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Helping Retail Trade 


The bureau of business research of Harvard university has 
issued a bulletin entitled Expenses in Operating Retail Grocery 
Stores. The bulletin is the record of results of efforts which 
have been made by the bureau of business research to introduce 
scientific methods. The first class of business investigated was 
the retail shoe trade, and considerable success attended the efforts 
of the bureau in that direction. 

We reproduce a tabulated result of the grocery investigation: 














| Standards 
: | Bhar se cmoa 
TEM : y agroup 
[For percentages, net sales = 100%] Low High (common of more 
| efficient 
| stores 
Jo %o ae Jo 
Gross profit on merchandise.......... 14.6 | 27.9 21.0 | ain 
Salaries and wages of buying force... 0.1 | 24 05 | ee. 
Other buying expense................ 0.0 | 05 0.02 | 7 
Total buying expense................ 0.1 2.4 05 | oma 
Salaries and wages of sales force.... 3.5 10.6 6.5 5.0 
PUOEEIIII in. 05 se 0s cinenh svar edeaseun 0.01 18 01 | Neue 
Wrappings and miscellaneous selling 
WEE cescciscsistetaussosbias tad 0.03 14 04 =| 0.3 
Total selling expense................. 45 108 7.0 5.5 
Wages of delivery force.............. 06 3.5 1.5 1.0 
Other delivery expense............... 03 3.4 1.5 1.0 
Total delivery expense................ 1.1 5.9 3.0 2.5 
Management and office salaries........ . 3.8 1.5 ates 
Office supplies and expense........... 0.01 04 0.1 ives 
Total management expense........... 04 40 1.7 odds 
EE e<dtetsekinedetaahieentssticecehen 03 41 1.3 08 
Heat, light, and power................ 0.1 08 0.2 0.15 
Insurance on stockand storeequipment 0.03 0.5 0.1 pie 
TEMG. ctncnsnnccsdteoatens¢cteneiaaae 0.01 05 0.1 
Repairs and renewals of storeequipment 0.01 1.4 0.1 
Depreciation of store equipment...... 0.03 09 0.2 Mua 
Total fixed charges and upkeepexpense 08 5.6 2.0 1.5 
DOOR nin as bacdncdessaBc.ccccacts 0.04 06 0.2 adee 
Ice and cold storage : 
GeOORTEGD CO. «occ ncctcicecccncecss 0.01 0.6 Ql | 0.1 
Groceries and meats and provisions. 0.03 07 03 | 0.2 
‘Other miscellaneous expense.......... 0.01 12 0.1 seen 
Total miscellaneous expense.......... 0.1 1.4 0.5 0.3 
Losses from bad debts............+++. 0.01 22 0.5 0.2 
Total of expense statement........... 10.4 25.2 16.5 13.0 
Net profit from merchandise operations. 3.3* 11.0 2.5-5.5 ens 
Re se aa eae 0.2 1.7 0.8 
Number of stock-turns a year: 
GN DHE diss ciVeseckvi'sorceci 3.5 | 238 7.0 12.0 
Groceries and meats and provisions.. 7.0 264 | 9.0 14.0 
Average annual sales per sales person. $5,000'$20,000, $10,000 naa 








Note: This summary includes stores which sell groceries only, and 
also stores which sell both groceries and meats and provisions, 


*Loss. 
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’ Accountancy Examinations 


The state boards of examiners of public accountants in Mis- 
souri and Kansas have put into actual practice a proposition 
which has been the subject of an infinite amount of discussion. 
Ever since the C. P. A. legislation movement began to gather 
impetus it has been recognized that codperation between state 
boards was eminently desirable, but nothing definite was accom- 
plished until the boards of Kansas and Missouri came to an 
agreement. The method of procedure in arriving at this 
arrangement is of some interest. 

A representative of the Kansas board met members of 
the Missouri board in St. Louis last summer and the basis of 
operation was decided. The questions in this case were pre- 
pared by members of the Missouri board and members of 
the Kansas board had an opportunity to submit any ques- 
tions which they desired to submit. The two bodies met in 
joint session in Kansas City to pass final judgment upon the 
questions to be used. All the questions were read and discussed 
and, after some few changes, were accepted. Only one copy of 
all the questions was in hand and this was given to the secretary 
of the Missouri board to arrange for the printing of the papers, 
one-half under the caption of each state. The printers delivered 
the questions to members of the respective boards. All papers 
were in sealed packages and were not opened until the hour set 
for each paper. Each board marked the papers in its own state 


but it is understood that in the present instance the answers re-. 


ceived in one state will be offered to examiners in the other state 
for their information. This, however, is purely an act of courtesy 
and does not affect the grading. 

The harmonious way in which this codperative method has 
been brought about should encourage other states, particularly 
those which are near neighbors, to put into practice a principle 
which tends toward that uniformity of standard which is the 
aim of every friend of C. P. A. legislation. 
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Income Tax Department 


Epitep sy JoHN B. Niven, C. P. A. 


In the September and October numbers of Tae Journat oF AcCcoUNT- 
ANCY attention was drawn, both editorially and in this department, to 
the report of the committee of the National Tax Association on the 
federal income tax, and an outline of the recommendations of the com- 
mittee for the purpose of improving the law was given. It would seem 
from the annual report of the secretary of the treasury, recently published, 
that these recommendations, or at least some of them, have found favor 
in the eyes of the government and are to be advocated as official amend- 
ments of the present law. The amendments proposed in the secretary’s 
report are particularly the introduction of a system of information at 
the source instead of the present system of deduction at the source, the 
lowering of the specific exemptions from their present limits of $3,000 
and $4,000 to $2,000 and $3,000 respectively, the requiring of a return from 
every one whose gross income exceeds $3,000, instead of on the basis of 
net income as at present, and the reduction of the point at which the 
surtax begins to take effect from $20,000 to $10,000 or $15,000. 

The report deals with the alteration of the income tax law as follows: 

“TI desire to renew earnestly the recommendation made in my last 
annual report that the law be changed so that each person having a gross 
income of $3,000 or more for the taxable year shall make a return. Under 
the existing law each person having a net income of $3,000 or over for 
the taxable year is required to make a return. Consequently the person 
who has a gross income of more than $3,000 makes his own deductions 
and determines for himself without any review on the part of the depart- 
ment whether his net income is more or less than $3,000. I feel confident 
that this change if made by congress will result in a great increase in the 
number of voluntary income tax returns and in the amount of revenue 
that will be collected by the government... . . 

“I am of the opinion that it would be very advantageous to have this 
law amended so as to do away with the withholding of the income 
tax at the source, and in place thereof to require information at the 
source. . . . . If such an amendment is adopted an exception should 
be made in the case of non-resident aliens whose tax would necessarily 
be withheld at the source. 

“There are proposed amendments making the income of non-resident 
aliens arising or accruing from all sources within the United States 
taxable and providing for the payment of the tax at the source; requiring 
returns from all individuals whether the tax has been withheld at 
source or not ; requiring dividends to be included in the returns, exempting 
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certain mutual and co-operative companies and associations, clubs and 
corporations not organized for profit which are similar in nature to 
organizations now exempt; broadening the scope of the liability of 
foreign corporations; requiring receivers, trustees, etc., operating proper- 
ties to make returns and pay tax; and prohibiting corporations deducting 
taxes for local benefits. 

“Another proposed amendment authorizes by express words the com- 
missioner of internal revenue to make an assessment in case of returns 
merely erroneous as well as in the case of those false and fraudulent. 
One enlarges the time within which an individual may file his claim for 
deductions with the withholding agent, one provides that the tax shall 
become due on June 15 of each year, instead of June 30, so that it may 
be collected before the end of the fiscal year, and one gives the com- 
missioner specific authority to correct an erroneous or false return as well 
as to make a return. Others forbid corporations which agree to pay 
any taxes on their bonds from deducting such taxes from their gross 
income.” 

On the subject of revenue from the income tax the report says: 

“For the fiscal year ended June 30, 1915, the total receipts from 
personal income tax were $41,046,162.09, an increase of $12,792,627.24 over 
the preceding year. The total receipts from corporation income tax for the 
fiscal year ended June 30, 1915, were $39,144,531.71, a decrease of $3,983,- 
208.18. The increase in the personal income tax receipts was due in great 
measure to the fact that the collections for the fiscal year 1915 were 
for a period of twelve months, whereas the collections for the fiscal 
year 1914 were for ten months. . 

“The decrease in the income tax from corporations is due, in large 
measure, to the effect of the European war, which has reduced the 
operations of some of our largest corporations in the belligerent coun- 
tries of Europe, and also to the disturbances in Mexico, which have had 
a similar effect upon some of our large corporations doing business in 
that country, and also to the reflex action upon our own domestic situa- 
tion occasioned by the great conflict in Europe.” 

A subscriber to THz JourNAL oF AccouNnTANCY has addressed this 
department in the following terms: 

Editor, Income Tax Department: 

Sir: As a subscriber of your valued Journat I take the liberty to 
ask for information in regard to certificates of ownership to be signed 
by owner or agent upon coupon collection of bonds of railways, etc. 
This ownership certificate (white in this case) asks for signature of 
owner as to the following: “I do not now claim exemption from having 
the normal tax of 1% withheld from said income by the debtor at the 
source.” Does this mean that owner signs this white certificate as soon 
as he thinks he is certain that his income (married) amounts to more 
than $4,000 a year? Should owner find later in the same year that 
his first estimate was too high and that his income will be less than 
$4,000 cause him to sign the yellow certificate for another coupon col- 
lection coming due? 

Kindly explain the ruling as to this as I cannot get the information 
-as to the correct interpretation of this clause of the income tax law. 
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It may help our correspondent, and possibly others, to restate in a 
general way the provisions of the law as regards the normal tax payable 
by individuals and the withholding of the amount thereof at the source. 
Income is divided into four general parts, viz.: (1) income wholly exempt 
from the provisions of the law, (2) dividends on capital stock or from 
the net earnings of corporations, (3) interest upon the bonds or other 
obligations of corporations, and (4) other income. It is only the two 
latter divisions of income which are directly subject to the normal tax, 
and, as regards these, the law provides that the normal tax shall be 
deducted at the source from all payments of interest on the obligations 
of corporations irrespective of the amount paid and from the other 
division of income only when the total payments in one year exceed 
$3,000. The provision is qualified, however, to the extent of allowing 
the individual to claim exemption from having the tax deducted at the 
source up to the limit to which he is specifically allowed by the statute, 
viz.: $3,000 if single and $4,000 if married. There is, however, no com- 
pulsion on him to claim exemption or otherwise; and the matter is 
entirely in his own discretion, provided, if he should claim exemption, the 
total amount claimed by him does not exceed the specific amount allowed 
to him. 

Applying these provisions to the case of our correspondent it will be 
seen that he confuses the amount of his income with the amount he 
proposes to claim on account of his specific exemption. The amount of 
his specific exemption is fixed and certain at all times (unless his marital 
conditions change), and he may, whether his income be $2,000 or $20,000, 
proceed to claim exemption up to the limit of his specific exemption 
without considering what his ultimate yearly income is to be. He should 
claim exemption upon each and all of his receipts of income from those 
sources in which withholding is compulsory until the total of his claims 
reach $4,000 (if married) whén of course his liability for taxation com- 
mences and his right to exemption ceases. If his income be less than 
$4,000 it will not have had any tax deducted and nothing further need 
be done in regard to it; and if it does exceed $4,000 he will have received 
his exemption from taxation to the extent allowed him and paid his 
proper amount of tax on the remainder of his income, or, if not, any 
adjustment necessary will be made through his income tax return after 
the close of the taxable year. 

The rulings this month are as follows: 


T. D. 2261—which gives the text of a decision of the supreme court 
of the United States under the corporation act of 1909 and is to the 
effect that, in determining the net income of a corporation engaged in 
leasing and operating an office building erected by it on its own realty, 
there cannot be deducted the total interest paid on the mortgages 
secured on said realty but only the proportion thereof which is equal to 
the interest on an amount not exceeding the capital stock. 

T. D. 2262—which is another decision of court under the corporation 
act of 1909. The judgment was given by the United States court of 
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appeals and deals with a situation confronting many accountants and 
other professional men in the conduct of their own businesses. In this 
case we have two men conducting their professional activities by means 
of a corporation and under an agreement with the corporation that 
they be paid $6,000 a year as salary and the net surplus profits be divided 
between them as further compensation. In filing the return of net 
income under the corporation law the amount paid as further compensa- 
tion was deducted as an expense of the business and no income was 
disclosed subject to taxation. The court has held that the salaries were 
fixed at $6,000 by the agreement and that the amounts paid as further 
compensation were not for services actually rendered but really pay- 
ments of dividends out of the surplus net profits and as such subject to 
the tax in the hands of the corporation. 

During the period covered by the case no tax was assessable upon the 
income of individuals, so that it was of importance to the government to 
have the net income of the corporation properly stated ; but, since March 1, 
1913, when the tax on the income of individuals was instituted, the point 
is probably not of great moment because the proper amount of tax would 
be received by the government either from the corporation on its net 
income or from the individual on his salary or compensation. Some con- 
fusion seems to have arisen in connection with the returns of corporations 
of this character, no doubt on account of there being only a limited num- 
ber of stockholders and these having such a complete control of the 
operations that it is not considered necessary to adhere strictly—or at 
least they do not—to the letter of the law as to declarations of dividends, 
but merely make a division of the net surplus income directly on the 
books without further ceremony. The proper method, as regards the 
income tax return, seems to be, however, to deduct as an expense item 
the salaries regularly drawn throughout the year, and to consider the 
division of profits at the end of the year as dividends out of the net 
earnings of the corporation, and as such appearing in the individual’s 
own return. The writer had a case of this nature recently brought to his 
attention where the return of the corporation had been filed on the 
basis above indicated, but in the return of the individual the whole 
amount received as salary and extra compensation had been disclosed 
under the head of salary, the amount of extra compensation distributed 
being shown in column A as having been taxed at the source, and the 
remainder being shown in column B as not having been so taxed. 
Naturally, when the internal revenue officer came to examine the in- 
dividual’s return and found this item of salary taxed at the source without 
the necessary return having been filed by a withholding agent for the 
tax so withheld he assessed the individual for the amount thereof, and 
that individual is still endeavoring to prove to the department that the 
tax has in fact already been paid. 

T. D. 2266—which provides that the 100 per cent penalty imposed by 
section 3176 revised statutes for the filing of false or fraudulent returns, 
etc., applies to the full amount of the tax involved and not to any amount 
still due. 
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TREASURY RULINGS 
' (T. D. 2261, November 13, 1915) 
Corporation excise tax—Act of August 5, 1909—Decision of court. 


1. Depuction on Account oF INTEREST. 

In determining net income under the corporation tax, act of August 
5, 1909, payment of interest on bonds of a corporation engaged in 
leasing and operating an office building erected by it on its own realty 
can be deducted only to an amount not exceeding the paid-up capital 
stock outstanding at the close of the year. 

Decision oF Lower Courts REVERSED. 

The decision of the United States district court (209 Fed., 991) and 
the United States circuit court of appeals (213 Fed., 777) reversed, 
and cause remanded for further proceedings. 

The appended decision of the supreme court of the United States in 
the case of Anderson, collector, v. Forty-Two Broadway Co. is published 
for the information of internal-revenue officers and others concerned. 


nN 


SupreME Court oF THE Unitep States. No. 246. Ocroser Term, 1915. 


Charles W. Anderson, collector of internal revenue, etc., petitioner, v. 
Forty-Two Broadway Co. 


On writ of certiorari to the United States circuit court of appeals for 
the second circuit. 


[Nov. 8, 1915.] 


Mr. Justice Pitney delivered the opinion of the court: 

This was an action to recover a tax alleged to have been erroneously 
imposed upon respondent for the year 1910 under the corporation tax 
act of August 5, 1909 (36 Stat. 112, ch. 6, sec. 38), and paid under protest, 
respondent contending that in ascertaining its net income for the purposes 
of the tax the entire amount of the interest paid by it within the year 
upon its mortgage indebtedness ought to have been allowed, the result 
of which would have been to leave no net income to be taxed; whereas 
the assessing officer allowed a deduction of interest upon an amount equal 
only to the capital stock of the company. 

Respondent is a corporation of the class commonly known as realty 
corporations, was organized for the purpose of constructing and renting a 
building in the city of New York, and transacts no other business. Its 
paid-up capital stock is only $600, while it has a bonded indebtedness of 
$4,750,000, secured by mortgages upon its real estate, consisting of a 
piece of land purchased and a building constructed upon it substantially 
with borrowed money, to secure the repayment of which the bonds and 
mortgages were given. 

Both the district court (209 Fed., 991) and the circuit court of appeals 
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(213 Fed., 777) held that the interest payments upon the entire mortgage 
indebtedness were deductible from the gross income of the corporation 
under clause 1 of paragraph 2 of section 38 of the act and gave judg- 
ment against the collector for a refund of the entire tax. 

Those portions of the section that are essential to a determination 
of the controversy are set forth in the margin.* The district court, con- 
ceding that the provision of the third clause of the second paragraph, 
standing alone, would constitute sufficient authority for the action of the 
assessor, nevertheless held that the force of this provision must be 
limited, in view of the general purpose of the section to tax only “net 
income” (construed to mean “gross income after deducting all outgo 
necessarily incident to the business”), and also in view of the first clause 
of the second paragraph, which permits of a deduction of “all the ordinary 
and necessary expenses actually paid within the year out of income in the 
maintenance and operation of its business and properties, including all 
charges such as rentals or franchise payments, required to be made as a 
condition to the continued use or possession of property.” The court 
therefore held that, in the case of such a corporation as respondent, the 
amounts paid for interest on the mortgages must be deducted in order 
to arrive at net income. The circuit court of appeals entertained a similar 
view, holding that such interest payments, in the case of a realty corpora- 
tion, were ordinary and necessary expenses in the maintenance and 
operation of the business, and were also charges required to be paid as a 
condition to the continued use or possession of its property, within the 
meaning of subdivision 1; and that subdivision 3 must be limited in its 
effect to “the usual corporate indebtedness which is not an ordinary 
expense of maintenance, nor a charge, payment of which is a condition of 
the continued use or possession of property.” 

With these views we can not agree. There was error, as it seems to 
us, in seeking a theoretically accurate definition of “net income,” instead 
of adopting the meaning which is so clearly defined in the act itself. 

As has been repeatedly pointed out by this court in previous cases 
(Flint v. Stone Tracy Co., 220 U. S., 107, 145, 150, 151; McCoach v. 
Minehill Railway Co., 228 U. S., 295, 306, et seq.; United States v. Whit- 
ridge, 231 U. S., 144, 147; Stratton’s Independence v. Howbert, 231 U. S., 
399, 414), the act of 1909 was not in any proper sense an income tax law, 


* Sec. 38. That every corporation * * * organized for profit and having a 
capital stock represented by shares * * * shall be subject to pay annually a 
special excise tax with respect to the carrying on or doing business by such cor- 
poration * * * equivalent to one per centum upon the entire net income over 
and above five thousand dollars received by it from all sources during such year 
* * *: provided, however, that nothing in this section contained shall apply to— 
[certain specified classes of organizations, not including realty corporations]. 

Second. Such net income shall be ascertained by deducting from the gross 
amount of the income of such corporation * * * received within the year from 
all sources, (first) all the ordinary and necessary expenses actually paid within the 
year out of income in the maintenance and operation of its business and properties, 
including all charges such as rentals or franchise payments, required to be made as 
a condition to the continued use or possession of property; * * (third) interest 
actually paid within the year on its bonded or other indebtedness to an amount of 
such bonded and other indebtedness not exceeding the paid-up capital stock of such 
corporation, * * * and in the case of a bank, banking association or trust com- 
pany, all interest actually paid by it within the year on deposits; * * * 
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nor intended as such, but was an excise upon the conduct of business in a 
corporate capacity, the tax being measured by reference to the income in a 
manner prescribed by the act itself. And it is very clear, from a reading 
of section 38, that the phrase “entire net income,” as used in its first 
paragraph, has no other meaning than that which is particularly set 
forth in the second paragraph, which declares, in terms, how “such net 
income shall be ascertained.” It may well be that mortgage interest may, 
under special circumstances, be treated as among the “ordinary and neces- 
sary expenses,” or as included among the charges “required to be made 
as a condition to the continued use or possession of property.” (See 28 
Opin. A. G., 198.) But interest upon the “bonded or other indebtedness” 
of the corporation, whether such indebtedness be secured by mortgage 
or not, comes within the specific provision of the third clause, whose effect, 
in our opinion, is not in this respect limited by anything contained in the 
first. Congress evidently had in view the fact that some corporations 
(other than banks and like institutions, which, for obvious reasons, are 
separately considered), carry a current indebtedness exceeding the amount 
of the paid-up capital stock, and with respect to such corporations intended 
to limit the interest deduction to so much of the indebtedness as did not 
exceed the capital. Nor can we see the least ground for the insistence 
that this results in an arbitrary classification. It is not necessary to 
attribute to congress a purpose to discourage or impose an extra burden 
upon corporations carrying on their operations with a nominal capital 
stock, or with an indebtedness largely exceeding the amount of the 
capital. It is more reasonable to say that congress deemed that where 
the indebtedness does exceed the capital it should no longer be treated as . 
an incident, but that the carrying of the indebtedness should be considered 
as a principal object of the corporate activities, that the operations of 
such a corporation are conducted more for the benefit of the creditors 
than of the stockholders, and that the contribution of the corporation to 
the expenses of the government should be admeasured with this fact in 
view. There is no question of the power of congress to adopt such a 
basis of distinction, and, since the line must be drawn somewhere, it was 
certainly not arbitrary to draw it at the precise point where the pecuniary 
interest of creditors overbalanced that of stockholders. 

Judgment reversed, and the cause remanded to the district court for 
further proceedings in accordance with this opinion. 

Mr. Justice McReyNno.ps took no part in the consideration or decision 
of this case. 


(T. D. 2262, November 15, 1915.) 
Corporation Tax—Deductions—Court decision. 


1. Depuctions rrom Gross INCOME. 
When a company composed of two stockholders divide the profits 
between them, calling it compensation, the same can not be deducted 
as an expense of business. 
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2. INCOME. 
Money paid out under these circumstances is equivalent to dividend 
and must be treated as income of the corporation. 
3. JupGMeNT oF Unitep States District Court AFFIRMED. 
The decision of the lower court is affirmed by the circuit court of 
appeals. 

The appended decision of the United States circuit court of appeals 
for the second circuit in the case of Jacobs & Davies (Inc.) v. Anderson, 
collector of internal revenue, is published for the information of internal 
revenue officers and others concerned. 


Unitep States Circuit Court or APPEALS FOR THE SECOND CiRcUIT. 


Jacobs & Davies (Inc.), plaintiff in error (plaintiff below), v. Charles W. 
Anderson, collector of internal revenue of the United States for the 
second district of New York, defendant in error (defendant below). 


Before Lacomse, Coxe, and Warp, circuit judges. 


On writ of error to review a judgment entered March 3, 1915, upon a 
verdict in favor of the defendant pursuant to the direction of the court. 


Howard Van Sinderen and Thomas C. Curtis, jr., for plaintiff in error. 


H. Snowden Marshall, United States attorney, and Ben A. Matthews, 
assistant United States attorney, for defendant in error. 


Coxe, Judge: This action was brought to recover under the corporation 
tax law of 1909 sums aggregating $3,829.29 paid under the protest of the 
plaintiff as taxes for the years 1909 and 1910. The business of the cor- 
poration, which was incorporated in April, 1909, is civil engineering, which 
business had previously been carried on by the parties individually. Prior 
to the enactment of the corporation tax act of August 5, 1909, the part- 
ners entered into an agreement with the corporation to devote their time 
and energies to the corporation for a salary of $6,000 to be paid to each. 
The corporation also agreed to pay them on a percentage basis the net 
surplus profits, as defined in the agreement. The sixth clause of the 
agreement is as follows: 

In determining the amount of net surplus profits for division and 
distribution between the parties of the first and second parts under the 
terms of this agreement the receipts shall be charged with the expense of 
conducting the business of the corporation, including said salaries and 
every share of profits which may be paid as compensation for services, 
except as hereinabove provided, and 10 per centum of the remaining 
surplus profits shall be carried to the credit of the dividend account and 
declared and paid as a dividend on the capital stock of the corporation. 
The credit balance which shall then remain will be net surplus profits 
distributable under the terms of this agreement, as above provided. 

The amounts paid to the partners as “further compensation” was 
during 1909 $73,136, during 1910 $204,810, and during 1911 $114,986. 

The trial judge held that the parties by a series of agreements divided 


64 





' 

















Income Tax Department 


everything received as profits among themselves as though it were a case 
of partnership and not of corporation assets. They called these sums 
“compensation,” but the court held that they must be treated as income 
of the corporation. To enable the company to deduct these amounts it 
must appear that they were paid as salaries for services actually rendered. 
If the payments were based upon the stock holdings of the parties, as we 
think they were, they can not be considered as expenses of administration. 
They were not compensation, because the salaries of both the parties are 
fully provided for in the agreement of April, 1909. It seems plain that 
they were profits of the business and as such were subject to the tax. 
Their payment did not depend on the services rendered. Whether the 
stock was distributed among a large number of holders or only two, it 
can hardly be maintained that the amount paid out in dividends should be 
deducted in order to ascertain the amount of the net income of the 
corporation. That must be determined by deducting from the gross 
amount of the income all ordinary and necessary expenses actually paid 
within the year. The distribution of surplus profits was not an ordinary 
and necessary expense paid in the maintenance and operation of the 
business. 
The judgment is affirmed. 


(T. D. 2266, December 1, 1915.) 
Assessment of 100 per cent penalties. 


The 100 per cent penalty imposed by section 3176, Revised Statutes, for the 
filing of false or fraudulent returns, etc., applies to the full amount of 
tax involved.—T. D. 21517 modified accordingly. 


Section 3172, Revised Statutes, as amended, provides— 

That it shall be the duty of any person, partnership, firm, association, 
or corporation made liable to any duty, special tax, or other taxes im- 
posed by law, * * * to make a list or return, verified by oath or 
affirmation to the collector or a deputy collector of the district where 
located. * * * 

Section 3176, Revised Statutes, as amended, provides that— 

* * * The commissioner of internal revenue shall assess all taxes 
not paid by stamp * * * and in case any return of a false or 
fraudulent list or valuation intentionally he shall add one hundred per 
centum to such tax. * * * 

The penalty thus imposed is for the offense committed. If a party 
liable to tax for the entire year falsely states in this return that he is 
liable for a portion only of that year, the return so made is false, not 
only as to that portion of the year omitted but as to the remaining por- 
tion falsely represented as the actual period of liability. In all such 
cases this office holds that the 100 per cent penalty applies to the full 
amount of tax involved; and so much of T. D. 21517 of August 12, 
1899, as states that this penalty “is always computed upon the amount 
actually due over and above that shown to be due by the false return” is 


hereby revoked. 
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CorPORATION ACCOUNTING 


Sir: Will you kindly advise me regarding the following problem? 

A company is incorporated for $10,000.00, the minutes read that three 
persons subscribed for the stock par value $50.00 each and the stock was 
issued. They did not pay cash but $1,000.00 was turned in to the company 
by the persons to whom the stock was to be transferred later on. The 
entry made was: 

Debit cash and credit capital stock $150.00 
” «iia persons 850.00 


The persons holding the three shares surrendered their certificates 
which were cancelled and new certificate was made out to D, vendor, for 
$10,000.00 in order to obtain a certain state privilege. The entry made 
was to debit goodwill $10,000.00 and credit the original three subscribers 
$150.00 and capital stock account $9,850.00. 

The vendor transferred his stock of $10,000.00 to the persons supplying 
working capital (three people in all). All money received later on from 
these persons for working capital was credited to their accounts. The 
sums received at various times amounted to: A $2,250.00, B $1,125.00, 
C $1,125.00. A decided that he would sell one-half of his stock holdings 
for $2,500.00 and this was done; instead of A receiving the $2,500.00 the 
company received the money in order to use it for capital. All that A 
was to receive when the company could pay him was $1,125.00 in order 
to equal the money advanced by B and C 

As A, B and C were credited with money advanced, D was also credited 
with the $2,500.00 and A was charged with $1,125.00 when the company 
paid him. 

I trust I have made this clear. Is it correct to show as credits to 
A, B, C and D the money they advanced? 

Yours very truly, 
A SvuBscriser. 

Rochester, New York. 

The letter gives a fair sample of the absolutely crazy things that people 
do, when they attempt to open corporation books and have absolutely no 
knowledge of accounting principles. 

Three persons subscribed $10,000.00 and the stock was issued. This 
was entirely illegal. Stock cannot be issued until it is fully paid for in 
cash, property or services. 

The three persons paid in $1,000.00, of which $150.00 was credited to 
capital stock and $850.00 to their personal accounts. This was wrong, 
because the original entry for the subscription was not made. The first 
entry should have been: 


Subscribers 10,000.00 
To capital stock 10,900.00 
Explained by a statement of how many 
shares each were subscribed by A, B 
and C, 
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Then when the money was paid in, the cash book should show a 
credit to A, B and C of $50.00 each on their subscription accounts and 
$850.00 on their personal accounts. It is not stated how much each paid in. 

A certificate was then made out to D, vendor, for $10,000.00, the other 
certificate being cancelled, and goodwill was charged. This is another 
egregious error. Goodwill is established by a business when it has shown 
an earning capacity greater than the normal for that kind of enterprise. 
As this necessarily takes time, it is absolutely impossible for a new busi- 
ness to have any goodwill. A new company may have, but only when 
it buys an old business which has established a goodwill. Besides, this 
company did not buy a goodwill; it bought a state right, and that is the 
name of the account that should be charged. The credit, however, should 
be to D, vendor for the whole amount. The fact that he has this credit, 
however, does not entitle D to any stock. The three subscribers have 
what is known as “subscription rights” to the stock, and cannot be 
divested of the right to pay up and take it, unless they make written 
waivers of their rights in favor of D. These waivers should be noted on 
the minutes of the company as being accepted by the directors. It is 
probable that persons who have shown themselves so ignorant of the 
proper procedure would not know that before D could sell the state right, 
or any other property, to the company, the purchase would have to be 
authorized by the board of directors by a resolution properly spread upon 
the minutes. 

D now has a credit of $10,000.00 and a subscription right to all of the 
stock, The company must acquire the $150.00 stock paid for by the three 
original subscribers by paying them, or by crediting their personal ac- 
counts. D then uses his credit as a vendor to pay for his subscription. 
It can all be done by one entry. 


D. vendor 10,000.00 
To subscribers 9,850.00 
A, B and C personal 150.00 


If D transfers any of his stock to A, B, C or any one else, the proceeds 
belong to him, and not to the company. The stock is his private property, 
paid for by his transfer of the state privilege. In order to make it the 
property of the company, D must donate the stock to the company. As 
it has been fully paid for, it can be called treasury stock. The entry 
would be: 


Treasury stock 10,000.00 
To donated working capital 10,000.00 
Stock donated by D to be sold for the 
purpose of obtaining working capital. 


As D has given back to the company the entire amount of stock that 
he received for his state privilege, it is a little difficult to see how he 
received any benefit from the sale of his rights to the company. He 
might as well have donated the state privilege to begin with. 
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It is not stated how much stock A, B and C each receives. As A put 
in half the money, it is to be presumed that he got half of the stock, or 
$5,000.00, while B and C each received $2,500.00. This amounted to sell- 
ing the treasury stock at 45%. The remaining 55% would have to be 
charged to discount on stock, the entry being: 

Cash 4,500.00 
Discount on stock 5,500.00 
To treasury stock 10,000.00 

As the working capital is really only the amount of cash that was 
realized on the stock that established it, the sale of the stock at a discount 
was in effect a depletion of the actual working capital and it can be 
charged off against it: 


Working capital 5,500.00 
To discount on stock 5,500.00 
To give effect to the sale of the stock at 
a discount. 


The money that A, B and C paid in for the stock now appears as the 
representative of the working capital, but the credit is in that account, 
and not in the personal accounts of A, B and C. Crediting it to the 
personal accounts, as the letter intimates was done, would give the stock 
to A, B and C, and at the same time leave the money at their personal 
credits, where it can be drawn out—or if not drawn, where it would be a 
basis for claims as ordinary creditors, if the company went into the hands 
of a receiver. This is a fine example of eating the cake and still having it. 

When A sold half, or any other portion, of his stock for $2,500.00 
or any other sum, the money belonged to him personally. The company 
had no right to $1,125.00 of it. It was his private property and it was 
none of the company’s business what he did with it. The company did 
not even have a right to know what he got for it. 

If these transactions, as detailed in the letter, are actual occurrences, 
A, B and C would find themselves liable for all the stock they hold, if 
the company becomes bankrupt. As the accounts now stand, not a dollar 
was ever paid for the stock, and the holders are liable to creditors for 
all of it. The best thing they can do is to reorganize the company and get 
some reputable accountant to open the books by making the proper entries, 
as they should have done at first. 

If a concern has to instal some intricate machinery, it will employ 
competent machinists to set it up and get it into running order. But the 
same concern will let any incompetent bookkeeper open a complicated set 
of corporation accounts, either through ignorance of the necessity for 
correct accounting, or because it begrudges the small fee that an account- 
ant would charge for a small affair of this kind. 


Discount on Lonc Time Notes 


Editor, Students’ Department: 
Sir: We would like to submit the following question to you, and if 
possible, receive a prompt reply. 
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We sold a five year gold note issue of $350,000, at 85, receiving $297,500, 
in cash. The difference of $52,500 was amortized monthly at $875.00 a 


month, 
We bought six thousand dollars worth of these notes back at 85, pay- 


ing for them $5,100. 

How should the $900.00 be treated in the monthly earning sheet? 

The monthly sheet shows $875.00 charged to amortization of discount. 
Would it not be proper to treat the $900.00 as income from other sources, 
showing that it was the difference between the $6,000 gold notes can- 
celled and the $5,100 paid for these notes? 

Very truly yours, 
N. M. 


Baltimore, Maryland. 


At the time you sold the notes, you should have credited 5 year notes 
$350,000, and charged cash $297,500 and discount on notes $52,500. Every 
month you should credit discount on notes $875.00 and charge interest. 
In the month in which you bought $6,000 of the notes at 85, you could 
credit interest with $900.00 direct, or you could credit discount on notes 
$875.00 and with $25.00 as an advance credit and the next month with 
$850.00 in place of the regular credit. In the first case, crediting the 
$900.00 direct to interest, you would make the regular monthly credit to 
discount on notes for $875.00. In the second case, you would omit this 
credit. 

However, to be strictly accurate you should credit the $900.00 to 
discount on notes, and then divide the remaining balance of that account 
by the number of months the outstanding notes had still to run, in order 
to obtain the proper monthly amount to charge off. That is, if the notes 
had run 15 months, there would have been credited to discount on notes 
$13,125, leaving a debit balance of $39,375.00. The credit of $900.00 would 
reduce this balance to $38,475. Dividing this by 45, the number of months 
the notes still have to run, would give $855.00, which would be the amount 
to credit each month in the future. The original debit to discount on 
notes having been spread over the life of the notes, the offsetting credit 
should be treated in a like manner. 

Still another and in some respects the fairest way to treat it would be 
to spread the $900.00 over the whole five years, reducing the monthly 
charge to interest from $875.00 to $860.00. The saving for the months 
that were past would be a credit to surplus, while that for succeeding 
months would take effect through the interest account. 

In my opinion, either of the last two methods would be correct. 

You use the word “amortize” in the correct dictionary sense, but 
among accountants it is generally applied to those cases in which com- 
pound interest on part payments or on contributions to a fund is an 
element. 

Prorit Due To INCREASE IN WEIGHT OF MERCHANDISE 


Editor, Students’ Department: 

Sir: The firm that I work for is a joint stock company handling and 
selling hops for its stockholders, who number about seven hundred. Our 
plan is to take the hops in and sell, giving all moneys received back to the 
grower, with the exception of % cent per pound selling commission. We 
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hold contracts for the delivery of all hops and agree to pay a basis price 
when the hops are taken in. Then after all hops of a certain grade are 
taken in, any surplus of cash received from the sales of this grade will 
be returned to the grower in the form of crop dividends, making the 
price received by all growers for a certain grade of hops the same. Now 
after the hops are taken in if they are allowed to stand in storage they 
will pick up a certain amount in moisture, which increases their weight. 
In handling the hops accounts I carry a perpetual inventory. Take for 
instance our prime hops which are the most common grade. They cost 
us ten cents a pound. In taking in prime hops I charge the prime hops 
merchandise account at ten cents a pound. In sales I credit prime 
hops merchandise at ten cents a pound, putting the balance to the credit 
of prime hops surplus. Now in handling the increase of weight the 
only way that I can see would be to credit prime hops surplus with this 
increase. This would necessitate checking every sale with the purchase 
and in case only part of a certain lot were sold it would be impossible 
to tell just what the increase in weight might be; therefore it could not 
be charged. Could I properly credit the account with the ten cents a 
pound, keeping a check on the number of pounds received on each lot, 
which I have to do anyway, until the total charge has been credited, then 
throwing all of the increase into the surplus account? 
Yours very truly, 
5. me Ke 

If I understand the situation, I do not see how the increase in weight 
in the hops can be treated in any other way than as a general profit. It 
would be impossible to keep each farmer’s hops separate from all the 
others, and to find how much his particular lot increased in weight. 
Naturally, the increase will be variable, much greater in rainy weather 
than in dry, and it would not be fair, even if it were possible, to give 
certain persons an advantage on account of the accidents of the weather. 

If your concern is supposed to have any profits that are not at once 
returned to the growers, the increase in weight would be such a profit, 
which will help to pay the administrative expense. If, however, it is 
purely co-operative and all profits must be accounted for directly to the 
growers who sell to it, I can see only one way to handle the matter. 
When a crop is cleaned up there will have been more pounds of hops 
sold than were bought. The price realized on the whole of this excess 
weight will be a profit. It will be a comparatively easy thing to declare 
an extra dividend of this profit, based on the number of pounds bought 
from each grower. I do not see any necessity for keeping track of 
each man’s shipment, except for a record of the weight. It is better 
to average the increase over all of them in the same grade. 

If there is no time in the year when any one crop is entirely cleaned 
up, you can clean up in sections. Put all the first receipts of any grade 
in a special place in the storage warehouse. Let all sales of that grade 
be made from this lot. When it is exhausted, the increase in weight for 
that particular lot will be known and the dividends can be calculated and 
paid or credited to the growers interested. 


PARTNERSHIP ADJUSTMENTS 
Editor, Students’ Department: 
Dear Sir: Being subscribers to THe JourNAL oF AccouNTANCY, we 
would like to ask your suggestions on the following proposition which 
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has presented itself to us. We are desirous of obtaining the opinion of 
an uninterested and unbiased person whos has had experience in busi- 
ness affairs and would greatly appreciate any suggestion from you in 
this matter. 

On August 1, 1913, we, being brothers, whom for the sake of clear- 
ness we will call X and Y, started in business, no contract having been 


es but merely an oral agreement. The terms briefly stated are as 
OLLOWS: 


X, who was a minor at the time the business started, and who has 
this month become 21 years of age, has not invested any money in the 
business. He is to devote his entire time to the business, attending to 
the regular routine of the work, including management, also together 
with Y to take part in the various important transactions which would 
ordinarily require joint action by both partners. 


Y is not to attend to the regular routine of the business, having 
outside work of his own. He, however, together with X is to attend 
to the various important transactions and also to the bookkeeping, de- 
tailing some of the bookkeeping, such as original entry books, to some- 
one else in the office. Y’s original investment was $300, which is to 
remain as a permanent investment as the joint property of X and Y in 
the same manner as all the other assets of the business, they being 
equal partners. In the course of the first year, as additional machinery 
and equipment was necessary Y had lent money to the business on 
various occasions. The total amount lent by the end of the first year 
was $830. During the second year Y withdrew $285 from this loan, 
and the balance, $545, is to be repaid to him as soon as the business 
will be able to do so in the best manner possible and without detriment 
to the business. In the meantime Y is to receive 6% interest on the 
$545, beginning July 1, 1915. The interest he had received prior to this 
date on money lent was about 24%4%. The investment and loan had been 
made at Y’s risk, inasmuch as X was a minor and without any means. 

The agreement is that only X should receive a salary, he having no 
other source of income, and that any profit beyond X’s salary should 
be divided equally between the two partners. In the first year the net 
income of the business before deducting X’s salary was $295.70, and X’s 
salary was $359.00, thereby exceeding the net income by $63.30. In the 
second year a net income of $775.62 was made, out of which X’s salary 
was $520.00. This year since July Ist his salary has been $12.00 a week. 
He has not at any time been receiving the amount of salary that he 
deserved, which, of course, was due to the fact that he had been given 
one-half interest in the business, but had naturally gained experience 
during the progress of the business. X and Y prior to the commence- 
ment of the business were stenographers. 


The work performed by each in the past was as follows: 


Y, at the commencement of the business, rented an office and pur- 
chased the necessary equipment for the business, and also in addition to 
the bookkeeping assisted X in the regular routine of the work on many 
afternoons, evenings and some Sundays without pay. He also gave 
some assistance in the second and third year, but less than in the first 
year. 

X started the business, attended to the regular routine of the work 
from the beginning and has worked many evenings and Sundays without 
extra pay. His time devoted to such extra work and the value of the 
work were greater than those of Y. It is practically through him that 
the business has succeeded thus far. 

Since July 1, 1915, X and Y have been receiving extra pay for any 
overtime or Sunday work. 
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As X has now become 21 years of age, we wish to make a partner- 
ship contract, and would greatly appreciate your opinion as to what basis 
should be used in determining X’s future salary, or what percentage of 
the net income of the business should X’s future salary be, of course 
considering that the net profits of the business after X’s salary has been 


deducted are to be divided equally between X and Y. 

We also intend to insert in our contract a clause relating to the pos- 
sibility of the withdrawal of one partner and the retention of the busi- 
ness by the other partner. Will you kindly let us know in what manner 
such a separation could be made, or how you would arrive at the valua- 
tion of the business at that particular time? 

Thanking you for the trouble we are causing you in the matter and 
assuring you of our great appreciation for any suggestions that you may 
give us, we are, 

Yours very truly, 
SUBSCRIBERS. 


Following the history of the business mentioned in your letter, the 
first entry would be to credit Y’s capital account with $300.00, unless 
the words “joint property’ mean that Y intended to present X with 
half of it, in which case the capital accounts of X and Y would each 
receive credit for $150.00. Then Y’s loan account would be credited 
with $830.00 and charged with $285.00. 

X is entitled to his salary whether the business makes money or not. 
Therefore, the end of the first year would find a debit balance in profit 
and loss account of $63.30. If X had been credited with $150.00 capital, 
this loss should be charged equally to the capital accounts of X and Y. 
if X has no capital credit, it would be better to let the debit balance 
stand in profit and loss account. 

The second year an income of $775.62, less $520.00 for X’s salary, 
would show a net profit of $255.62. Crediting this to profit and loss 
will make a credit balance of $192.32, one-half of which would be a 
credit to each capital account. This will give X a capital of $96.16 and 
Y $396.16, supposing X was not presented with any capital to begin with. 

It is impossible for an outsider to make any estimate as to the amount 
of salary that X should receive. That is entirely a matter to be decided 
by the two partners. 

As to the provision in regard to the retention of the business by one 
partner in case the other withdraws, it is necessary only to have a 
written agreement that in case of such withdrawal, the accounts shall 
be closed and the exact condition of the business ascertained. The re- 
maining partner will agree to pay the withdrawing partner the 
amount that stands at the credit of the latter’s capital account at that 
time. It is usual to allow the remaining partner a reasonable time in 
which to make the payments, interest being allowed in the meantime. 

This does not contemplate the allowance to the withdrawing partner 
of any amount for goodwill which may have been established by the 
building up of a prosperous business. If any such allowance is contem- 
plated, the basis on which it is to be calculated should be mentioned in 


the agreement. 
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Unless X’s capital is exactly equal to Y’s, you are in error in stating 
that they are equal partners in the assets of the business. Their respec- 
tive interests in the business are represented by the amounts of their 
respective capitals, any agreement to the contrary notwithstanding, un- 
less it is an agreement by the partner having the larger capital to make 
a free gift to the other of half the difference between their capitals, which 
would be benevolence and not business. An equal interest in the profits 
does not mean an equal interest in the assets. 


Loose Lear Books. 


Editor, Students’ Department: 
Sir: Will you kindly answer the following in your Students’ Depart- 


ment: 

(1) Is there any serious objection, especially from a legal standpoint, 
to journal entries being made on loose sheets or vouchers, they of course, 
being kept in a binder? 

(2) To a loose leaf journal? 

(3) We both buy of and sell to many of the concerns with whom 
we deal. Should separate accounts be opened in the receivable and pay- 
able ledgers with such concerns? 

Thanking you in advance for your kind advice, I remain, 


Very truly yours, 
STUDENT. 


Philadelphia, Pennsylvania. 


Answering (1) and (2), there is no objection to a loose leaf journal 
or to keeping journal entries on separate sheets or vouchers filed in a 
binder. 

An ordinary journal cannot strictly be called a book of original entry. 
It deals almost entirely with items which have already appeared in the 
accounts in some form but have to be reassorted or adjusted in one 
way or another. The authority for these adjustments must be found 
outside of the entries themselves. For instance, an entry crediting pur- 
chases account and charging a creditor for an allowance or rebate claimed 
for some reason would have no weight, unless it was supported by a 
credit memorandum or letter showing that the creditor had agreed to 
the charge. A charge to the creditor’s account made in due course of 
business on the cash book would be presumptive evidence of the pay- 
ment of money to him, to be further proved by the production of a 
receipted bill or of a paid cheque endorsed by him. 

For this reason accountants do not object to a loose-leaf journal, 
sales-book or purchase register, the entries in all of which are merely 
records of the results of correspondence, sales orders or other documents. 
In a court of law no entry in any of these books would be considered 
evidence. The underlying documents would have to be presented as 
proof. In case there is an adjustment between two persons shown by a 
journal entry which is signed or initialed by both, the journal sheet itself 
becomes a document of proof. 

It is the same way with a ledger, which is also not a book of original 
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entry. No court will allow a bookkeeper or accountant to testify to the 
facts contained in a ledger, until he has first laid the foundation for 
his evidence by stating that he has either made the entries himself from 
the original sources, or that he has traced them to those sources. An 
accountant can testify just as well from his own memoranda made up from 
original sources as he can from the ledger verified by him. 


It is different with a cash-book, which shows the daily routine of 
receipts and payments. The appearance of an item in its regular place 
is prima facie evidence of its correctness, if it is in a bound book. It 
would be impossible to change it later, if for some reason it was desired 
to do so. But if it is in a loose-leaf book, it would be entirely feasible 
to rewrite one sheet, if care is taken only that the amounts brought 
forward from the previous sheet and those carried to the next one are 
the same as they were before. This could not be detected if the same 
ink were used and it was allowed time to grow dark. For this reason 
many accountants object strenuously to the use of a loose-leaf cash-book. 
Others say that the entries in a cash-book are only presumptive evidence 
of their correctness at best, and that those in a loose-leaf book can be 
substantiated by independent proof just as readily as can the entries in a 
bound book. While this is true, and while it is also true that a loose- 
leaf cash-book properly substantiated may be used in evidence, there is 
no doubt that both judge and jury look upon such a book with more or 
less suspicion. 


When a concern both buys from and sells to the same party, it is 
usually better to keep two separate accounts. If the concern is large 
enough to keep its selling and purchasing departments separate from 
each other, or where it has adopted a voucher system, it is imperative 
that the two classes of transactions shall be kept distinct, otherwise the 
controlling accounts of accounts receivable and of accounts payable will 
be thrown out of balance, unless journal transfers are made monthly. If 
the other party does not pursue the policy of making these transfers 
and of paying or receiving the net balance, there is likely to be consider- 
able confusion. Therefore, the best plan, and the one almost universally 
adopted, is for each party to pay his own debt, without any regard to 
any offsetting account. In very large concerns it would be too much 
trouble when paying bills to ascertain from the other branches of the 
businesses whether any such offsets existed, and if they did, to make 
the transfers. Such concerns will even go so far as to return cheques 
that have been sent them for net balances in their favor, and will enclose 
their cheques for the amount due by them requesting cheques in full for 
the amount due to them. 


ReEcEIVER’s ACCOUNTS 


Editor, Students’ Department: 


Sir: I am very much interested in the question of receiver’s accounts, 
as raised by the letter of Mr. Horne in the October issue of THe Jour- 
NAL OF AccouNTANCY. To be sure that I understand the mode of pro- 
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cedure would you show just how to handle the following data on the 
books of the liquidating company? 

A receiver is appointed to liquidate the affairs of A & Co. After he 
takes charge the books are closed and the following balance sheet 
obtained : 


Assets Liabilities 
Ce in. nvanndaseboeeeite $500.00 Accounts payable ........ $6,000.00 
DERCRIROEY 0060 océcasesces 2,500.00 Notes payable ........... 3,000.00 
Mdse. inventory ......... 1,000.00 Acapital account......... 1,500.00 
Accounts receivable ...... 4,000.00 B “ F<). sdew papel .00 
Notes receivable ......... 3,000.00 
$11,000.00 $11,000.00 


PR abso kodncescacee waned $500.00 
pO FARES 1,000.00 
Mdse. inventory .......... 750.00 
Accounts receivable ....... 3,000.00 
Notes receivable ......... 2,000.00 

$7,250.00 


The liabilities are paid in full. New assets to the amount of $200.00 
are discovered. 


Thanking you, I remain 
Yours truly, 
Baltimore, Maryland. R. C. M. 


I understand the question to refer to the accounts which the receiver 
should keep. Very few receivers keep a correct set of accounts, dove- 
tailing, as they should, into the accounts of the insolvent. 

The first thing a receiver should do is to make a statement of affairs. 
This should show the condition as exhibited by the last balance sheet of 
the insolvent, the estimate of what the receiver expects to be able to do 
and the deficiency as to creditors. The example as submitted is very 
simple, as no assets are in the hands of creditors as security for their 
claims, and no preferential creditors are stated. If any of the creditors 
had held collaterals, their claims would be either fully secured or partly 
secured, and would be treated as follows: 

Fully secured creditors are those who hold assets of greater value 
than their claims. They realize on the assets, pay themselves and turn 
over the excess value to the receiver, whose only duty is to see that the 
assets have not been sacrificed. In the statement of affairs on the asset 
side the assets are shown “short,” the claims deducted from them and 
the excess carried out into the expected to realize column. It is only 
this excess with which the receiver deals. 

Partly secured creditors are those who hold assets of less value than 
their claims. On the liability side the claims are shown short, the assets 
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are deducted from them and the balance carried out into the expected 
to rank column as unsecured claims. It is only this balance on which 
the receiver is expected to pay a liquidating dividend. 

Preferential creditors are those to whom the law gives a prior claim 
on all the assets. Taxes and wages are such claims, the laws of different 
states not being the same as to the latter. As these are a lien on all the 
assets, they are deducted from the total of the assets as shown in the 
expected to realize column. 

The result of these offsets and deductions is that there are on one 
side the net free assets and on the other the total unsecured claims. The 
proportion between these amounts will show the percentage of his claim 
that each unsecured creditor may expect to receive. 

In order to bring out these points, we will amend the balance sheet 
as given by adding to the assets securities worth $6,000.00, of which 
$4,000.00 are held by a bank as security for a note payable of $3,000.00 
and $2,000.00 are held by an open account creditor who has a claim of 
$3,000.00. The credit balances of notes and accounts payable are corre- 
spondingly increased. There is $175.00 due wage earners and $75.00 
taxes have been assessed against the property, but are not yet due. Cash 
is increased to balance them. It is not necessary to make a new balance 
sheet, as the first columns give the amended figures. 


STATEMENT OF AFFAIRS 


Ledger Expected to 
Values Assets Realize Deficiency 
$2,500.00 in inneadiaranevernws es $1,000.00 $1,500.00 
1,000.00 DED iciiptnnecurspiner necdadses 750.00 250.00 
4,000.00 Accounts receivable................. 3,000.00 1,000.00 
3,000.00 CTE C TS TTT eee 2,000.00 1,000.00 
6,000.00 NOD sivctisiviaexesces $6,000.00 


Bank note contra $3,000.00 
Creditor contra. 2,000.00 5,000.00 1,000.00 








750.00 Cee ins CA eee 750.00 
$17,250.00 $8,500.00 $3,750.00 
Preferred claims contra, 

PE haere snvsesddvctes 175.00 
cid a ot eRakawierns 75.00 250.00 
pS Eee Peet ee ree Cr 8,250.00 
NN tN Sd Sh alee are Seattle 1,750.00 
$10.000.00 
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Ledger Expect to 
Accounts Liabilities Rank 
$9,000.00 Accounts payable.......... $9,000.00 
Securities contra......... 2,000.00 $7,000.00 
3,000.00 Notes payable not secured.......... 3,000.00 
3,000.00 " wi secured...... 3,000.00 
Securities contra 3,000.00 0.00 
175.00 Wane: COMMER. 6.652 csdscssareciness 
75.00 TE «© iécagsadateesebnqueanes 
1,500.00 Pi ts ob cknbas saneek var eeu 
500.00 Ps kcccvtsdesshernocbeseoses 
$17,250.00 $10,000.00 


This statement shows that, in the opinion of the receiver, there has 
been a total shrinkage of $3,750.00, of which $2,000.00 falls first on the 
partners, wiping out their capitals, and the remaining $1,750.00 on the 
creditors. This is brought out by the deficiency account. 


Dericiency ACCOUNT 


Loss, machinery.......... $1,500.00  A’s capital................ $1,500.00 
© BEE. cndccnten 20MD. Bn capital... .cciccccecs 500.00 
“accounts receivable.. 1,000.00 Net deficiency............ 1,750.00 
“notes receivable..... 1,000.00 

$3,750.00 $3,750.00 


With $8,250.00 free assets, the receiver will expect to pay 821%4% of 
the $10,000.00 unsecured claims, subject to any losses and expenses in 
liquidation. 

If the newly discovered assets had been found before the receiver 
had prepared his statement of affairs and submitted it to the court and 
creditors, they would have been added to the appropriate asset in the 
expected to realize column as a separate item, thereby reducing to that 
extent the amount in the deficiency column. I am assuming that they 
were not discovered until after the statement was made, in which case 
they would not appear in that statement, but would be shown in the 
realization and liquidation statement, made at the close of the receivership. 

After opening the various accounts on the ledger with the balances as 
shown in the two “expected” columns, with a deficiency account to balance, 
the receiver proceeds to realize on the assets. Having completed this 
task, he makes his realization and liquidation statement, the dividend to 
creditors being put in as “liabilities liquidated,” although he does not 
actually pay them until the court approves his account and orders the 
payment. 
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Let us suppose that he realized on the assets as follows: 


PG gis caccaniindanah $900.00 
I eit nekc hob eaa as 800.00 
Accounts receivable......... 2,800.00 
Notes receivable............ 2,000.00 
Securities $6,000 sold at 2% 
anne a cn eniohatin 1,120.00 
ee ae 200.00 


and that his expenses, including his own fee, amounted to $320.00. The 
statement he would then make would be a realization and liquidation 
statement supported by a realization profit and loss account and a cash 
account. 

It is important to understand that “realize” means to collect in cash, 
and “liquidate” means to pay in cash. As the cash on hand is already 
realized, it is not included in the statement. The result of the trans- 
actions appears net in the difference between the two sides of the state- 
ment as profit or loss, as the case may be, but the individual items of 
gain or loss do not appear as such. To ascertain these specific items it 
is necessary to compare each item of “assets to be realized” with the 
corresponding item of “assets realized.” For this reason the realization 
profit and loss statement is necessary. 

The realization and liquidation statement deals with the figures that 
appear in the receiver’s statement of affairs as what he expected to 
realize and what he expected to pay as far as he was able to do so. 
Having stated what he expected to do, he now proceeds to show what 
he has done. The result will show how closely the facts bear out his 
estimate. He did not undertake to realize the assets at the values given 
to them on the books of the insolvent; therefore those values are not 
considered at all in this statement. 
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Students’ Department 


REALIZATION AND LiQuIDATION STATEMENT 


Assets to be realized: 











Machinery ...... 1,000 
Inventory ....... 750 
Accounts receiv- 
GB bcnatacssse 3,000 
Notes receivable. 2,000 
Securities ....... 1,000 7,750.00 
Liabilities liquidated : 
rere 175 
and Adaaeducn 75 
Accounts payable. 5,600 
Notes payable.... 2,400 8,250.00 
Liabilities not liquidated: 
Accounts payable. 1,400 
Notes payable.... 600 2,000.00 
Supplementary charge: 
Fee and expense....... 320.00 
$18,320.00 


Liabilities to be liquidated : 


REALIZATION ProFit AND Loss 


Loss on merchandise....... 100.00 
“ accounts receivable. 200.00 
Fee and expemses.......... 320.00 
$620.00 


Explaining how and where the net loss occurred. 


ReEceIver’s CASH 


Balance from insolvent... $750.00 
MmRNNTS woos. cccnsess 900.00 
PVORROER oso 0 cvcckesesdee 800.00 
Accounts receivable....... 2,800.00 
Notes receivable.......... 2,000.00 
PII 3 os shea lasek 1,120.00 
I oie osctnvanace 200.00 

$8,570.00 

— 
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WAGED icc cccccte 175 
i cases sidoes 75 
Accounts payable. 7,000 
Notes payable.... 3,000 
Assets realized: 

Machinery ...... 900 
Inventory ....... 800 
Accounts receiv- 

ME Ssaadesiras 2,800 
Notes receivable. 2,000 
Securities and pre- 

eee 1,120 

Supplementary credit: 
GW RONEEis asc ciecncce 
Net loss on realization. 

Gain on inventory....... 
i | 

New assets discovered... 

POI MOR 6 bcwksdscciicedse 

WE. ccsktccansagacwtane 

RE, ois catcnsvatebais cen 

Accounts payable 80%.... 

Notes payable 80%....... 

Fee and expense.......... 


10,250.00 


7,620.00 


200.00 
250.00 


$18,320.00 





$175.00 
75.00 
5,600.00 
2,400.00 
320.00 


$8,570.00 
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The realization loss of $250.00, added to the deficiency as estimated 
in the statement, $1,750.00, makes the total deficiency on final settlement 
$2,000.00, which is, of course, the exact amount of liabilities not liqui- 
dated as shown by the statement, being the total of the loss that is 
sustained by the creditors. 

Some persons have a notion that notes payable have precedence over 
accounts payable. There is no difference whatever in their rank. An 
unsecured note receives exactly the same dividend from the receiver 
as does an unsecured open account. 

The letter says that the “liabilities are paid in full,” but this is, of 
course, an error. Even the most industrious receiver could not pay 
$9,000.00 of liabilities with assets worth only $7,250.00, even if he realized 
all he expected to and charged nothing for his services. 





Book Review 


YEAR BOOK OF THE AMERICAN ASSOCIATION OF PUBLIC 
ACCOUNTANTS, 1915. The Ronald Press Company, New York. 
363 pages. Price $1.50 net; $1.65 delivered. 

The appearance of the year book of the American Association of 
Public Accountants is always an event of considerable importance to the 
accounting profession inasmuch as it is a complete epitome of accountancy 
in the United States during the year. The 1915 issue, which was pub- 
lished on December Ilst, is in many ways one of the most important 
that has been issued. Many of the state laws contained in this volume 
were enacted during the year 1915 and accordingly have not appeared in 
any earlier issue. There are now thirty-nine such laws and the text of 
all of them has been carefully revised and compared with official records. 
The reports of committees submitted at the convention of the association 
held in Seattle were generally admitted to be as a whole at least the 
equal of any committee reports presented in earlier years. The report of 
the committee on accounting terminology (which covers only the words 
beginning with the letter A) was definitely adopted by the convention and 
therefore becomes an official utterance of- the association. The report 
of the committee on education is as usual one of an infinite amount of 
detail and most valuable conclusions. All the reports of regular com- 
mittees are of the usual comprehensive nature and there are in addition 
special reports which are worthy of careful attention—the reports of the 
special committees on distribution of work and general relations. 

The year book contains a concise report of proceedings at the Seattle 
convention, text of all papers, list of accountancy boards, alphabetical 
and classified lists of members and all the other features which account- 
ants have come to expect in their annual record. 





